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REVENUE ACT, 1936

THURBDAY, APRIL 30, 1836

UnNiTep StaTes SENATE,
CouwmiTTEE ON FINANCE
Waekington, D.c.

The committee met, pursuant to call, at 10 a, m., Senate Finance
Coxqg}iueo room, Senate Office Building, Senator Pat Harrison
presiding.

Presegt: Senators Harrison (chsirman), King, George, Walsh,
Barkley, Connally, Bailoy, Clark, Black, Gerry, Guffey, Couzens,
Keyes, fa Follette, Motcalf, Hastings, and Capper.

he CratrMaN. Tho committee will come to order. Mr. Secre-
tary, we will begin at these public hearings our consideration of this

bill that was passed yesterday by an overwhelming vote in the .

House, and we would like you to make a statement, and say to the
committoe whatevor you desiro.

STATEMENT OF HON. HENRY MORGENTHAU, JR., SECRETARY OF
THE TREASURY

Mr. MoroeNTtEAU. Mr. Chairman: I welcome the opportunity to
appear and discuss with you the tax proposals contained in the
President’s message to the Congress of March 3, and to present the
Treasury's viewpoint.

As Secretary of the Treasury, I feel a special responsibility to do all
in my power fo maintain the integrity of the President’s Budget of
January 3, 1936; and therefore to urge that the supplemental revenues
madgd:dece@ary by the devclopments of the psst few months be
provided.

The Treasury has heen sblo to borrow readily the amounta neces~
sary to finance the recovery program and has been able to obtain
thego loans at steadily decressing interest rates. The continuance of
this satisfactory aitustion, however, will depend upon scrupulous
adherenco to an orderly program loofdng to & balance of the Federal
Budget just as soon as the needs and abilities of our people make
:!hat possible and thersforo upon a steady reduction in tho publie

ebt,

In his Budget message of January 3, 1036, tha President made this
statement: . . . . )
. “If the Congress enacts lecislation at the coming session which will
impose additional charges upon the Treasury, for which provision is
no¢ slready made in this Budget, I atrongly urge that additicnal taxes
be provided to cover such charges. It is important a3 we omergo
from the dopression that no new activities be added to the Govern-

1
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meltlt”unl&s prov:.ion is made for additional rever.uo to meet their
cost.

At another point in the same message the President said:

“It is pertinont to repeat here a statement appearing in the Sum-
mation of the 1936 Budget: ‘Estimates of receipts contemplate con-
tinued collection of processing taxes.’ If thé attack which has been
made upon this act is sustained, wo will have to face the problem of
financing existing contracts for benefit payments out of some form of
new taxes,’” . . .

On the very day that the President’s Budget inessage was read to
the Congress the Supreme Court of the United States rendered a
decision holding the Agricultural Adjustment Act unconstitutional.
Since that date the Congress has enacted, over the Prezsident’s veto,
the Adjusted Compensation Payment Act of 1936, which requires
t)&yment, beginning on June 15, of the entire amounts, which weres

o bo due in"1945 and thereafter, on the veterans' adjusted-service
cortificates. Tho additional cost of making thoso payments this year,
when distributed over the noxt 9 years, comes to approximately
£120,000,000 a ycar, The Congress has provided for carrying on a
continuing program of conservation of the Nation's agricultural
resonrces which will result in expenditures of approximately
$500,000,000 a yesr, :

Thus to conform to the Government’s financigl program, as set
forth in the President’s Budget message, we shall need to provide
additional continuing revenue of $620,000,000 annually to meet those
expenditures. We shall also have to find means of rccoupinﬁ approxi-
mately $517,000,000 of revenue sacrificed in the current fiscal year
becauce of the invalidation of the Agricultural Adjustment Act.

77 'The President in outlining those needs suggested threo sources of
revenue which could be made available for the purpose, One of those

suggestions was for processing taxes on agrncultural products at
lower rates and distributed over a broader base than the similar taxes
under the Agricultural Adjustment Act. Another was for a special
form of inconre tax, described as a “windfall” tax, on the unjust
enrichment accruing to some corporations and individuals as a result
of their escape from thie payment of processing taxes. The amount
of the processing taxes due prior to January 6 which had thus escaped
waa approximately $237,000,000. }

. The third program, and the one of major importance, was for &
tevision of our system of corporation taxes. It was proposed by the
President that the three existing forms of corporate taxes be repealed.
Those include the capital-swcﬁ tax, the excess-profits tax, and the
corporate income tax. The President proposed that there be sub-
stituted for those taxes & {ax upon that portion of corpotate incomo
which is not currently distributed to stockholders in dividends and
that at the same time the present exemption from the normal income
tax of 4 percent of dividends received by individuals from corpo-
tations be repealed.

Tho status of the President's proposals today is that the House
has passed a bill to give effect to two of them. The House bill is
estimated by the Treasury to yield additional revenue as follows:
(@) Not continuing revenue of $623,000,000 yeerly from a tax on
corporate earnings, and (b) net temporary revenue of $180,000,000
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from an unjust enrichment tax and termnporary extension of "the
‘capital-stock tax, divided as follows: ) N

rom tho unjust enrichrent tax, $100,000,000; from the extension
of ‘the capital stock tax for 1 year at one-half ‘of the present rate,
$80,000,000.

‘The bill thus fully provides the $620,000,000 noeded to take care of
the permanent agricultural program and the annual financing of tho
payment of the soldiors’ bonus. It also provides for tho first year
. of a 3-year program for recotiping the loss of $517,000,000 of process-
ing taxes lost during the fiscal year 1936, However, it does not
provide any temporary rovenues for the 2 succeeding years to
make up the balance of $337,000,000 of tempurary revenues desired.

The estimated yield of $623,000,000 from the tax on corporate
earnings is the smount of additional revenue to be derived from tha
.application of the rates and schedules in the House bill to corporate
incoma for the present celendar year, 1936. It must be recognized
that the choice of an income tax as the means for raising additional
revenue necessarily involves a delay in realization of increased re-
ceipts. Receipts from taxes on corporate incomes for the caléndar
-year 1936 will bo collected in the main during the calendar year 1937
and will be divided between tho 2 fiscal .years, the fiscal year 1037
ending Juno 30, 1937, and the fiscal year 1038. The net edditional
revenue to be expected from the application of the corporate income
tax is estimated to be $310,000,000 in the fiscal year 1037. The full
additional annual revenue would be collected in tha fiscal year 1938,

Senator King, Do-I understand you, Mr. Secretary, that next
Eear 1937, for the calendar year this tax will only briug in three
) undred and some odd millions? : .

Mr. MoraentiAU. Betwoen January 1, 1037, and June 30, 1037,
this tax will produce $310,000,000 additional revenue.

The House bill follows the President’s suggestions in providing for
the repesl of the corporation income tax, the capital-stock tax, and
the excess-profits tax and Ly making dividends roceived by individuals
subject to the normal tax of 4 percent. In place of the repealed
-taxes it substitutes a new form of tax on corporate income with rates
based on the percentage retained by the corporation. The estimatad
annual yield of $623,000,000 is the amount by which it is expected
takes paid by corporations and individusls under the proposed plan
will exceed the yield of corporate and individual taxes under the
pregent law. That covers that point.

It is to be noted that the bill as passed by the House of Representa-
tives, while failing, according to our cstimates, to raise temipora
revenues for a 3-year period in the full amount sought by the President,
-utilizes but two of his three suggestions. ‘The third was for the enact~
ment of processing taxes on a broader base but with lower rates than
were in effect under the Agriculiural Adjustment Act. I call this
potential source of additional revenus to your attention again. I feel
sure that tho Department of Agriculture stands ready to supply eny
information you may desires on this subject. '

‘Turning from the revenue aspects of the Houss bill, in which the
Treasuty gnmaxil interested, lot us consider also tho two suggoes-
tions made by the President, to which ths House bill gives effect,
from the standpoint of equitly in our tax system, C

e et . e 8 e it
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. As to the proposed unjust enrichment tax, I think there is little
that need be said. I have not heard the.justice of this tax ver
soriously questioned. There is no doubt whatever that the avoid-
ance of payment of processing.taxes accrued prior to January 6 has
resulted in unjust gains to a limited number of persons and corpora-
tions. It would be grossly unfair to the persons and corporations
who paid their processing taxcs as due up to the time of the Supreme,
Court’s decision and it would be unfsir to the American consumer,
who ultimately bore the major burden of tho taxes, not to reduce thia
uni'ust. enrichment as much as we can by taxation,

1 take it for granted that an unjust enrichment or “windfall” tax
will be enacted by the Congress, I assume, too, that you will give
niost serious consideration to the matter of the deficiency in the
-temporary rovenue for a 3-year period oxpected fromn the House bill
as compared with the President’s estimates of the need. I turn,
therefore, to the proposed tax on corporate incomae.

“The ﬁrinciple of taxation according to sbility to pay is now well
eatablished, not merely by having been writton by amendment inip
the Constitution of the United States and supported by 20 years of
application in our tax structure, but by the undoubted and unques-
{tioned endorsement and support of tho citizens of this Nation.
Through successive changes in our tex laws, however, we ‘have
departed most seriously from e consistent and just application of the
principle. Under tho existing law we apply the principle to indi-
vidual incomes, whother they are obtsined from interest, rents, or
salaries, from the profits of individual business enterprise or from
partnership undertakings. e do not apply it to profits geined from
corporate enterprise, except in & manner which taxes some citizens
at unfairly high rates and gives to others the opportunity to avoid
taxation on a wholesale scale. B

Where a corporation makes approximately full distribution of its
current earnings, tho stockholder under present law first beams the
burden of thres different corporation taxes-—the capital-stock tax,
the excess-profits tax, and the corporate-income tax; second, he is
m}uired to pey surtaxes on the dividends paid to him, This stock-
holder thus pays what is in effect 8 normal tax of about 15 or mrb
cent as compared to a normal tax of 4 percent paid by the individual
who derives his income from other sources. On the other hand, the
present law porits stockholders of large incomes to avoid the pay-
ment of surtaxes which may run to rates as high as 75 percent on their
share of corporate earnings which are not distributed as dividends.

What are the dimensions of tax avoidance with which we are
dealing? A fow simple figures tell the story. It has been estimated
by the Treasury Department, that under the present tax law the in-
come tax liability of corporations on the basis of 1036 earnings would
approximate 964 millions. The Dopartment has also estimated that
under the Y‘resent, law more than 4% billion dollers of corporation
income in the calendar yoar 1936 will be withheld from stockholders
and that if this income were fully distributed to the individual owners
of the stock represented in those corporations, the resultant yield
in additional individual incoma taxes would be about $1,300,000,000.

With tax avoidance occurring on the scale indicated by the figures
1 have cited, I do not see how any increase in individual income tax
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this leak in our tax syatem is sto

rates or 6ther general and continuiiga taxstion could be justified until
. Whatever may be the debatobl]; considerations that mey enter into

the &ﬁrepamtion of particular schedules, it will be well to bear in mind -
at

times that this is purely and simply a proposal to put all taxes
on business profits essentially on the same equiteble basis; to give
no advantages and 10 impose no penalties upon corporation stock-
holders thet are not given to and imposed upon the individual taxpayer
who alonie or as a partner derives his income from husiness profita,
In closing let me say this: I sincerely hope that this committes
will report to the Senate a bill giving effect, as (ul‘l{ as possible, to
the President’s rocommeadations of the amount of additionsl revenue
needed to supply the deficiencies created since the Budget message
of January 3. L .
The Cuainyan. Mr, Secrotary, in title IV of the House bil}, it
rovides for refunds of certain processing taxes. ere thess taken
into consideration and into account in the estimate of $517,060,000
of temporary revenues needed? :
< Mr, MorazNTHAU, No; they were not. I have a short explana-
tion of that. . . . i
- "'They were not taken into consideration bacause it was impossible

for us to determine at that time all the possible Liabilities that might.

occur as the result of the invalidation of the Triple-A Act. Not all
of these queations are yet settled. For inatance, we may still have
to consider other claims for refunds arising undor section 21d of the
amendment o the Agricultural Adjustment Act passed at the last

session. .But the Ways and Means Committee, which inserted the”

refund provisions in the present bill, regards these particular refunds
as fulﬁ]iing a moral obligation of the Govarnment, and 1 agres.
We estimsate that they will amount to $43,000,000. If we add this
to the $517,000,000 the amount to be raised in 3 years is $560,000,000,
and if we deduct the 180,000,000 of temporary revenue in the House
bill the remainder to be raised for the following 2 years is $380,000,000,
or $190,000,000 for each of the 2 years.

The CralRMAN, Are there any questions of the Secretary?
_Senator King. Mr, Secretary, in determining the amount required
did you teke into cousideration the large aspropriatlons which will
perhaps be $1,200,000,000 for the Army and the Navy for the next
year, and a?promnawly $1,000,000,000 for flood relief and rivers

and harbors

Mr. MonoenTHAU. Senator King———

Senator King (interposing). Pardon me. And 81,500,000.000 or

ibly $2,000,000,000 for relief to be exponded by Xr. Hopkins or
y Mr. Ickes, or both?

- Mr, MoroeNTHAU. Well, to snswer your question, the Budget
picture es it is today—whatever time it is—is just where it was
a)ilproximately, and it may be a little bit off—but approximately es
when it was sent up by the President to Congress, with two exceptions.
One i3 dus to the decision of the courts on the A. A, A, and.the other
is due to the soldiers’ bonus,

When_the Presidont sent up his message, he forecast a deficit for
tho coming fiscel year of $1,098,000,000, and ho pointed out that if
the Congress would appropriate up to $2,136,000,000 for reliof, that

| b o mn e
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tha deficit for the coming year would not be in eicoss of the aeficit
for the provious yoar, o did ask for 81,600,000,000{ a0 i you take
1,008,000,006—-let ug call it a billion and one— plus the billivn apnd a

$
‘ haii, you get the approzimats picture for the noxt year,

But I would like to give you the exact figures. - 1 have it propsred

‘to give you, if I may.
he %

ud’get deficit for 1038 was $3,234,500,000 on J:;nua:{v ;)%
the

“That is the way the President forocastit,  To this you have to ad

$495,100,000, adjusted expenditures due to the A. A.A. decisions,
and you got the figure of $3,729,600,000. For purposcs me near
as anybody can estitnate, to this year's deficit we add the total
of iho veterans' bonus which goes cut on June 15. We alvays
take the top figure in the T'rcasury; we have to. We have {0 assunie
it is all going to go out. If it all Foes out, wo add $2,237,000,000, or
total e?‘timated eficit for 1036 of $5,066,600,000. That'is the way
it stands.

For the fiscal year 1037, the President's estirnated deficit of $1,008,-
000,000, Le asked for $1,500,000,000, which gives you $2,598,0¢:0,000.
~ You have to adjust expenditures due to the A. A. A, on acount
of the Court’s decision, you have to add $524,000,000, from which
you deduct $490,000,000, which is tho increased estimates in the
present bill; so you got from that $34,000,000. Then we have the
$43,000,000 which wa bave just talked about, an incroass for next
your which has not been accounted for, of $77,000,000, or to brirg the
estimated deficit for 1937 to $2,675,000,000.

To read that again—patting the bonus in, making adjustmont for
the A. A. A. which is tho only difference, sdding $1,5600,600,000
for relief, we forecast for this year a deficit of $5,958,000,000, and
for the next year, $2,675,000,000.

Deficits for fscal years 1938 and (337 basad '};‘"‘ crfiwales codtained in (he FAST

wdgel submiti o the Congress o Jon. 3, 1835, ad/'smd beceusa uf the 8. A AL
. dmﬁom,lfmcage of the Adjusted Compentition Ack, ari on the basss ¢f the pend-
ing taz b .
Fiscal yesr 1938:
Budgetdeficlt. ... ... .. ... ... e - £3, 214 "00 L0
Adjusted expenditures dur to A, A, A. decidon. ... . . 495, 109, ()

AT, CAMY G
2 597 Lo (00

Add: Veterang’ bondstobefasued.. ... ... .. .. ..
‘Total estimated deficit, fiscal gcar 1938, arsuming vese-

ans’ bonds all to be issued this fiscal year. ... ... .. B, ), X
‘Fiseal year 1037:
: Budget deficit. .. _..... .. ...... e e eeeean 1, 03X 400, N0
Add: Relief appropristion peading. .. ....... ... ....... 8, WG, 00,000
2, 598, 40C, 000
Adjust expenditures due to A. A, A. de-
[ E T R 524, 300, 000
Deduct estimated revenus in pending bill.. . 490, 000, 000
) 34, 360, 500
Add: Refundsof taxes provided for in pend-
fngtax bilt. . L.l 43, 000, 0¥
e e 17, 300, 600

" Adjusted deficit for fiscal year 10837 oo oomnieiaanennns 2, 675, 700, 000
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To refreeli your nietnory , the givss deficit in 1934 was 83,959,000,000;
for 1935 $3,575,000,000; (he cstimato for thia v.-. -3 $5,966,000,000,
and 1937 $2,675,000,000.

So that if it were not for the soldiem’ bonus, 1434, 1835, 1936, and
1937 each year we would have a declining deficit,

Senator Barxrey, Of courso, that esumated deficit for 1937 will
bo roduced by whatever smount the ex-servico men decline to accept
in cash and continue to carry their bondas,

Mr. Moneentiav. The amount of cazh we will have to raiso end
pay out in the innuediats future will be reduced by that aincunt, it
18 true.

Scnator Banxwer. I realize tiet iv mukinf I\;'our estimnates, you
have to take into account the poseibility of ell of thewn cashing thein,

Mr. MorasnTiaav. 'The top figure.

Senator Barkrry. But we all know that that will not be the figure
that will actually ba neceasary,

Mr. MogroenTHAU, That is true.

Scnator BarxLey, But for Lookkeeping purposcs, you have to
assumo it )

Mr. MororNTHAU. For good, sound financing purposea, we would
rather play safe.

The Cuaruan, As & matter of fact, if it bad not boen for the
Coar¥’s decinion and the pasiog of the Adjusted Compensation
Certificato legislation, we would not have been called upam to pazs a
tax bill at this seasion of Congrass,

Mer. MoraeNTHAU., That is true.

Senator Kina. But you v huld still have a deficit? ‘

Mr. MoroENTHAY. Yes,sir; and the President pointed out etactly
what the doficits are, and I may say that his eatimates for receip's had
been running within } porcent of what he eatimated, and his expendi-
tures have constantly run under his estimates, .

Senator Hastinas. Mr. Sceretary, if what the chairman says is
true, arnd you agree that it iz true, that there would havo heen no
necessity for any tox bill at all except for the Supremae Court’s decision
upon the A. A. A, why did you not content yourself with rajsin
suflicient money to pay that debt and quit there? That obligation

Mr. MoroeNTHAU. T do not quite understand, Senator.

Senator Hastings, T understand you to say that it would not have
been neccasary to havo had a tax bill except for the Supryme Court’s
decision declaring the A. A. A. void.

Senator Barkrey. And the bonus.

The Cuairuan. I addod to it “and the bonus.”

Scuator Hasrinca. I understood the chairman to say that if it had
not been for the Suprame Court’s docision, thers would have bean no
tax bill necessary, and I understcod you to agree to it. Now, I
understand that 13 not so.

The Cramman. I stated, the Supremo Court’s action, together
with the passage of the ect for adjusted-servico certificates.,

Senator Hastings. 1 did not so understand it. :

Mr. MoraentHAU. The Preeident is orn rccord to that etfect; that
he would ask for 1o new taxes. ‘

8enator Hasrings. I did not understand it.

Mr, MonceeNtraw, I would like (o point out that the President is
on record that he would have asked for no new taxes this year unless
the Congress passed legislation which was not included in the Budget.

g B
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:- Senator Hastiias. He was also on record last year, as I recall it.
. Mr. MoraeNTHAU. Jf he was, he kopt his word. - sk

Senator Hastinas. He did ask for taxes lasl year. ,

Mr. MoraeNTHAU. ‘Thers is nothing stated in his Budget message
of the year previous, as far as I know. . Co
. Senator HasTiNngs. Not in his Budget message, but in his Messago
to the Congrees in 1035, you will find a statement to the effect that he .
was not anticipating asiung the Congress to add any new taxes to the
present rate. -

. Mr. MorGgeENTHAU. If you do not miad, I would like to refresh my
memory on that. i

Senator Hastings, I think you will find I am correct. T

Mr. MoraeXTHAU, Becauso as far as I know, in every statement
that the President has made on his Budget and fiscal matters, he has
absolutely kept his word. - :

Senator Couzens. I ask you, Mr. Secretaﬁ' have you made any
estimates of what the increased revenue would be due to increased
business, if the taxes were to remain in status quo? )

Mr. MoroeEnTHAU. Senator Couzens, we cannot forecast beyond
the fiscal ysar of 1937. Wo have been resh enough each year to do
that, and as I B\?IY we have come within 1 percent, but the forecast
beyond 1937 would really be taking too much upon us. }

nator Couzexs. Well, assume that we only consider the calendar
year 1936, have you any estimates about the increased revenue, what
the increased revenuc would be on the present law due to increased
business? .

Mr. MoroenTHAU. That is included. Our forecast for both the
calendar year 1936 and the fiscal year 1836—weo are operating on
that now, and our estimates show that our revenue to dste for both
the fiscal ead the calendar year are running about 1 percent in excess
of our estimates. . ‘

~Senator Couaens. What_were they? Do ‘you remember?

. Senator LA .FoLrerre. In other words, f I understand you,
Mr. Secretary, when you made the cstimates, you took into account
as 8 factor, whatever the acluaries decided to allow for improved
business conditions? )

Mr. MoreexTsAU. We did, and as I say, I am rather proud of the
work of the technical men in that respect, bacause the receipts are
running just pbout 1 percent in excess whea we have taken into
account a healthy increase in business for this year.

The CrairmMan. Do you recall in recent history where any Sccretary
of the Treasury has come so closo to the estimates and revenues as
was done last year? .

. Mr. MoragENTHAU. Noj; and here is the record if you would like it.

The Cuamrman. It is my opinion that no ono has come so close,
Will you agree with my statement on that? .

- Mr. MoraoenTHAU. Yes; I will; I am glad to egree to it.

As a matter of fact, in 1931, they missed the estimates by 15 per-
cent. In 1932, they missed it by 7 percent. In 1033 they missed
it l’}y 13 percent. In 1934, they missed it by 5. percent. e

he first forecast, for 1035, which I made, the revenue is 4.6 percent
over what we ect'mated; and this year—again I am responsible—we
are running about 1 percent in excess of our estimates. .

Rl
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.. Benator Kina., The chairman wants you to state that the Demo-

crats are better prophets than the Republicans. ‘ . i
- The Crammuan. 1 do not want to get ‘any partisanship into this
discussion, s :
{Laughter.} . oo :
i Senator Hastings, Mr. Secretary, will you go over those again
and see whether they were underestimated or overestimated? :
Mr. MoreenTHAU. I will be very glad to, Senator Hastings.
This sheet that I have here says, ‘“Comparison of actuel and estimated
income tax receipts, fiscal year 1931 to 1936, inclusive, daily ‘Treas-
ury statement basis.”
- In 1931, whoever was Secretary of the Treasury, estimated——
Senator Brack. Who was that; do you recali?
Mr. MorGeNTHAVU. I guess it must have been Mr. Mellon.
[Leughter.lec
The then Secretary of the Treasury estimated receipts of $2,190,
000,000, and the actual recsipt of $1,860,000,000, or 15.1 percent less
than the estimate.
. Senator Hastings. Is that true all the way down?
Mr. MoroenTiAV. 1 will be glad to continue.
Senator Hasrtings. Just answer my question. .
Mr. MoRrGENTHAU. It runs from 15 percent to 5§ percent off.
8enator Hastings. And they were less? :
< Mr. MoreenTHAU, Thoy always wereless. And in 1935, which is
the first year that I had e chance to forecast, our revenuecs exceedod
4.6 percent, and this year they are ranning about 1 percent in excess
of eatimates. -1 mean, after I came in in the fall of 1933, and I em’
responsible for 1935 and 1936 calendar years; in those 2 years, they
were the first 2 years, going back to 1931, that the revenue has
exceeded the estimates.
- Senator HasTings. I am glad this administration was correct in
some eatimates. -~ .- . :
_Mr. MoreenTHAU. Well, sir, they have been correct on all of their
eatimates,
" Senator Hastines. Including balancing the Budget? )
Mr, MoraeNTHAU, We have done everything on a fiscal financial
basis that we have said. As I pointed out before, Senator Humﬁ:'
our revenues have exceeded estimates and our estimates for expendi-
tures every year have been under. ]
. Senator Kina. May I say that 1 hope that my friend from Delaware
will not blame the President for the eccentricities of Congress.
Senator Hastings, I won't blame him for anything. v
- The CrAIRMAN. You may have forgotiten, Mr. Secretary, but some
of us recall that when Mr. Mills was Secretary of the Treasury, he
revised his estimates three times in 6 months, and then he was wrong
in a greater amount than you.
If that is all, thank {ou very much, Mr, Secretary. .
Senator Cousexns. I would like to ask tho Secretary a faw questions.
It appears that the gift tax was estimated in 1036 as $60,000,000, and
the ‘actual collection up to date was $154,751,457. 1 am wondetrin,
to what extent if at all you contemplate that that will affect the hig
surtax brackets. o
;»lI\{r.?Moacax'mAv. Mr. McIeod will answer that. If you will
please : '
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Mr. McLrcn. We have considersd that in our estimate.  We have
made adjustinents for that in our estimates by reason of the smeller.
mimber of individuels in the high surtax brackets, as closely as we
could, meaning that there has been & shift downward to some extent
from the hléh gurtax brackets to the lower. - H
: Senator Covzena. But you do not recall the amount in dollars
and cents? . . ‘ Lo .
. Mr. Lzop.-No; I do not have that,

. The Curmuan, Are there any other questions?
-(No response.) L ’ o -
he Secretary retires.) . . -
b he?CuuakAN. Before we proceed. The Secretary has gone, has
8 nott . : e

Mr, HELveRING. -Yes, sir; he has, - S S

The CuairuaNn, I wanted to make this request at this tiime. [
was poing to request him, and so I requost through his oxperts, that
the Secretary do this. It seems to some of us—I was conferring with-
Scnator La Follette, and T know that he and I are of this opinion-—
this Flonse bill is rather complicated. I think thoy have done a
megnificent job, but in order to get st the samo results on the amount
of taxes to bo raised through this chavge in policy of assessing the
stockholder instead of the corporation, if you could not work out
some plan that would simplify the matter, aud instead of having four
columins as are included in this bill, if you could not get it down to
oné column, so that the layman might work out the sroposition.” -

I can appreciate that it had to bo written, probabl { this way,
because you have your instructions from the Ways and {eaps Com-
mittee, and I offor o criticism; but if we can work out a simplified
form, 1t would be much better; and I understood that over there it
was their deaire to give some relief to the smaller corporations, more
than to the lsiger corporations, and that is/why the-bracket. was
fixed under $10,000 adjusted net income and over $10,000 adjusted
nétincome. . Lo T

Tt will be recalled that in some of the prior bills that we have passed,
in order to help the smulier corporations we excmpted $1,000 an
$2,000 and $3,000. . I thisk we got up that far, . Now, it would seém
to some of us that if you hed one column and could work it out by
exempting, say, up to $25,000 adjusted net income, or $1,000, or.
maybo $2,000, that we would get the same results that the Honse was

g to got at and that it would &implify the schemse., .~ .

So that what I was going to ask the Secretary, and X request it of
you gentlemen, is to work ou% your estimates to see whether or not,
that can be done snd submit it to the committee, end to give us an
estimate on the proposition of putting up to $20,000, and then up to.
326,000, adjusted net income, and to give off $1,000, and to except
$2,000. Make it on those two bases, to sec whether or not we mij
get the same Tesults in revenue as are obtained by the bill. -«

- If you can do that, you will greatly simpli{y this matter:

" Senator Lo Forverve. And, Mr. Chainnan, may I ask for one
further thing t6 bo considered? I am entirely. in aimlpathy with
what the chairman hLas said about aimphfyiu‘i the bill. Another
thing T would like to have worked out to be submitted for the con«
slderation of the committes is to work vul & schedule putling the tax
on the amount retained instead of having to have the schedule IIA;
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with the interpolator, whith so much fun has been poked at. As.I
underatand .it, schedulés can be worked out which will result in
axactly or approximately the same amount of tax bein‘g pald; but if
they are worked out in percentages on the ratention of earnings, wa
¢an got rid of this interpolator and meke the tax readily understand-
able to anybody that reads it. I would like to have that submitted
also, juet for the consldaration of the committee, : .

. The .Cra1nMan. In that conuection, may I ask-you, Mr, Com-
missioner, if the fact that the House, the last da when they had the
bill up for consideration, under the 5-minute ru e,.amonded the law
80 as to make the dividends payable in the taxabls year, instead of as
ariginally drawn, did not eliminate one difficulty to enable you to do
just what Senator La Follotte has requested you to do, aad %o work
1t'6ut on the retained surplus instead of what is paid out. o
. Now, you may proceed; Mr.‘ oo . .

STATEMENT OF 6UY ToMELVERING, COMMISSIONER OF INTERNAL
T T REVEfUR, TREASURY DEPARTMENT,

- Mr. HsuveryyS. T have a short etftedient, ‘
The rotery ! s%pres ted to you afig
of the edditigite) revenugy/fieed edofhl Government,igs
lined in the ¥ e«ident’g‘f{lpple entary: Bedget meidage of ME
o ; ; hick. sgfr“é" et by thio by

ouse of Hepresentatives. Mg appe.
Means Conlx)iuee, I am glad, pla&pmyi f
rendar.

A
the Treasury & ublic, ta
oys business :

Nge, Cprtaal-atock, and excess
Miggjive the present schg

Pheteg g

for tax avoidance and tax evasion.. '1he théd wae for,the enactment

of procéssing taxeg on a broader bass, but with lower rates, than those,
Qéa;, vere in effect under the Agricultural Adjustrgent Act. The sug»,
gested ‘processing taxes, therefors, would only replace the sumilar
taxes previgusly_in force and, moreover, exe. propoged for. only a
tem oy period, . oo -,
10 CriatrMaN. How much do you expect to got under the present:
regulation? - About $517,000,000 over a period of 3 years?
fr. HeLvering. The schedules of the Agricultural Dopariment
presented to the Ways and Means Committee would raise approxir
wately $208,000,000 1n g, year, P R -
n@&ar Crark, By processing tex?. .
’ff ELVERING. _Kililrocessmg,mx; eo
. The Cuatpuan, Which
. 65545362

Ty .

was 1ot accepted by the committee?.

\gatlles of income-tax -
ng.the opportunities
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i " Mr. Hevvering. No. I mught eay in that copnection, that those
{ were rates much lower. For instance, tho wheat rate under the old
ischedule was 3G cents. Under the new proposal by tho Agricultural
i Department it was 5 cents,
he CuAtriAN. So they were greatly reduced as to the amount of
processing tax? ‘ : '
Mr. HeLvering, About 20 percent average of tho old rates.

- Tho CiairMaN, And the base was broadened by taking in other
commodities?

Senator Kiva. Upon which to impose the Kdrocessing tax?

- The CuairMaN. Yes. You may proceed, Mr. Commissioner.

- Mr. HevLveRiNG, The President’s suggestion to obtain additional
pormanent revenue was for an improvement in our method of cor-
porate incomo taxation. 1n essence, as I have already indicated, this
proposal does not seek to impose any new taxes or any higher rates
of taxes. On the contrary, its effect would be to lower taxes for a
great many, perhaps the majority of our corporations in number;
and to lower them also for a very large proportion of corporation
stockholders. ) .

Senator Kina. I should like to make an inquiry. As a matter of
fect, out of the three-hundred-and-some-odd-thousand corporations
in the United States, less than half have ever paid any taxes at all;
is that not true? . K ‘

Mr. HevveriNo. Thero are some 500,000 corporations in the
United States, and the number that were in the small brackets—Mr.
McLeod can tell you better.

. Mr. McLxop. In the small brackets, under the bill as proposed by
the House, about 214,000 were under $10,000; 43,000 had net incomes
above $10,000. . .

'The CaairuMaN. Mr. McLeod will be the next witness that will be
before us, and he can go into that phase. ] .

Mr. HELVERING, A great number of thoss corporations did not pay.

Senator Kina. A majority of the corporations in the United States
do not Igay any taxes at all. . . s

‘Mr. HeLverinG. No;Idonot think a majority. I think & majority
of them do pay taxes, but quite & number of them in the small brackets.

The fundamental objective of this proposal is to increase the
Federal revenues by pluggins up a major sourca of tax avoidence and
tax evasion now existing, and thereby greatly to in-resse the faimess
and balance of the Federal income-tax structure as a whole. )

Senator Kixna. Could you say that it is an avoidance or evasion if
corporations have reserved what they regard as legitimate againat
days of a‘;iversity or to meet contingencies or for the purposé of
expansion : ' : )

“Mr. HeLveniNg. I did not mean to use these terms with any crimis
nal intent on their part, but it is just s chance to do it, and do it
legally, under the present law.

. The President’s proposal, the principles of which are incorporatad
in the House bill, is no new development. It has received the
sttention and support of students of taxation from the carliest days
of incomo taxation in the United States. ‘Its principles wero incors
porated in our first income-tax law, 1862-71, when Congtess pro-
vided that the gains anc profits of corporations should be included in
the annual taxablo gains, profit, or income of sny person entitled to
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them, whather divided or undivided. Shortly before and while the
Revenue Act of 1921 was under consideration, a proposal identical
in principle with tho President’s suggestion received the sx&port of
many representatives of organized business, Members of Congress,
and the ury Department. Ths principle was recommended by
Secmtaliy of the Treasury Houston in his annual report for the year
1920. In somewhat modified form, it was incorporated in a bill
passed by the Senate in 1924,

The CuatruaN. Do you quote that part of Secretary Houston’s
re)izrt in your staternent? .

r. HELvering. Do you wish it incorporated?

The CuairMaN, If you have not, I wish you would incorporats
in your remarks that part of Secretary Houston's recommendation
which deals with that phase.

{The matter referred to follows:)

ExTRACT FROM THE ANNUAL REPORT OF THR SECRETARY OF TRE THEASURY
¥oR THAE Fiscat YEar 1920 (Pp. 39-43) :

The exceas-profits tax, however, must be replaced, nol merely repealed, and I
belleve that i} should be replaced in large 1pu'l; by some form of corporation
profits tax, This conclusion is based not only upon the Government’s need for
revenué but upon grounds of equality and justice. 8o long as taxpayers other
than corporations are subject to a progressive income tax rising now to over 70
percent, corporation profits should not be allowed to escape with a single tax of
onI{ 10 percent, Individuals (and partnerships in effect) pay normal taxes and
surtaxes upon all net income, whether spent, saved, or retalned in the business of
the taxpayer. Corporations pay only nonnal tax on such income, although their
atockholdors pag' in addition surtaxes on the profits of the corporation which are
distributed as dividends,  But no surtaxes are piaid on or with respect to the

rofits not distributed. It seems plain, therefors, that when the excess-profits
ax {s repealed some oquivalent or compensatory tax should be placed upon the
corporation in lieu of the surtax upon relnvested income &ald by other taxpayers,
Unlcss this be done, a heaV{ premium would bo given to the corporate form of
business. If, for example, three equal partners In a business fnvest. capital of
$2,000,000 and make net profits of $600,000, draw out $75,000 as salary and
$75,000 a8 profits, leaving $450,000 in the husiness, these partners would together
guy Income taxes of Approximafe)y $270,5670. But if they should incorporate the

usiness, the total income and capital-atock taxes on the corpaoraticn and ita three
stockholders would, in case the excess-profits tax were repealed, be only $75,865.

One partial subatitute for the excess-profits tax would be a tax on the undis,
tributed profits of corporations as neatly as fble equal to the surtax imposed
upon the saved income of tho individual. If individuals doing businesa in gutner-
ship pg 20 percent on undistributed profits, individuals doing business through
the medium of the corporation should pay 223)ercent. This plan could be applied
in many different ways: (eg The diatribut m(ﬁroﬁts of the corpcezation could be
substituted for the so-called excess-profits oredit of the excoss-profits tax and the
remalning or.taxable profits be taxed at 20 percent; or (2) a 20 percent tax on
undistituted profita could bo applied ss & wr&taﬂon surtax under title I of the
revenue act; or (3) corporations could in form subjectod to the same progressive
surtaxes as individuals—a proposal whish would prove very advantageous to al]
corporation’s with emall incomes—with & proviso that the total surtax should
never exceed an amount equal to 20 percent of the undlstributed profits. None of
these plans proesents any grave administrativo difficulty or involves any particular
ocomplexity of o {);tlon. . ' , ;

If an undistributed profita tax be adopled, {t should contain provisions
expreasly reoognizlng the varlous devices by which many corporations find {4
E;mible to distribute statutory ““dividends'’, while actually retaining the profits

tho business. The object should be to subject stock holders of corporations
to the same tax burdens imposed upon the members of a partnership, and any
hrocedum which facilitstes the attainment of this obeect should be welcome.
o stockholders of any corporation should be permitted, for example, by a
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unamimeus vots to clept to be taxed as the members of a partoership or as the
gtocktoders of a personal-service corporation are now taxed under existing law,
It would be advisable scriously to consider the Proxi)riet of requtrip, ever{
corporation, 95 percent or more of the stock of which is held b¥ one indlvidual,
to be treated as a partnership or personal-servica corporation. his would go far
toward solving the problem whose solution is now vainly sought in section 220 of
the revenue act of 1918. o .

The object of these suggestions Is to establizh so far as ible an exact
equivalence between the taxation of corporation stockholders and other taxpayers.
The undistributed-profits tax appears to be one practical means of cbtainin
approximate equality of treatment. This is not only to satisfy a theorctics
sense of justice. It is, I believe, the course of practical wisuom. At some points
the revenue law as now formulated disoriminates unjustifiably against the
individual in favor of the corporation. At others it discriminates unduly agalnst
corporations in favor of the individual .

hege indiscriminations operate to force many busincss ente?riaes into forms
of organization not intrinsically the best suited to their nceds. Furthermore, the
most troublesome problem of income taxation is the same in case of both corpora-
tions and unincorporated mxga‘yers, i. e, the repressive effects of heavy rates
when applied to income which is saved and reinvested. That and many other
Froblems of personal and corperation income taxation will best be decided when
inked together. We are now taxing reinveated income of individuals at rates
which may exceed 70 percent. The error of this treatment appears plainly
when we attempt to apply such rates in the case of corporations. It would be
unthinkable to tax the saved incoms of corporations at 70 percent. On the
other hand the stockholders of corporations are forced to pay through the cor
ration a higher normal tax than individuals. They receive no credit agatost
his normal tax for the personal cxemptions, and—under existing law—profits,
which have paid both the co:"poration income tax and the heavy cxcess-profits
tax are again subjected, when distributed a8 dividends to stockholders, to surtaxes
rising In some cases to 65 percent. In the latter instances the discrirination is
againat tho corporation and its stockholders. Like treatment should prove in
the long run the surest means of obtaining just and wholesome treatment,
Scparate treatment will in the long run conduce to corporation baiting. If
corporations insist upon different treatruent, they are in the long run likely to
reccive worse treatinent. The next revision of the tax law should place the
income tax upon en enduring foundation of sound principle. Lasting eolutions
and not temporary makeshifts should be sought.

The tax on undistributed profits has certain obvious disadvantages, 83, in
fact, have all tax proposals. It is widely opposed because it would, in form, fall
on reinvested profits, although the personal-income tax falls also on reinvested
profits. It ia believed also by many honest and able men that, notwithetanding
the fact that it would reduce the tax burden upon corporations, it would tend to
cause an undue dissemination of corggmtlon profits and subject directors of
corporstions to a strong temptation to pay out as dividends profits actually
needed in extending or maintainipg the business itself,

If, in tho opinion of the Congress, these or other difficulties make the undis-
tributed-profils tax unavailable, the excess-proits tax might be replaced, in
gan at least, by a compensatory corporation tax, or ‘‘corporation surtax,’” at &

at rate. Such a tax, at any practicable rate, cannot be made the equivalent of
the individual or personal surtaxes on reinvested income. It would leave the
oox;i)ouuon tax less burdénsome than the personal tax on some businesa concerns
and more burdensome than the personal tax on others. The undistrdbuted-

rofits plan would tax income saved by corporations at the maximum rate paid

{ Individuals on saved income, while leaving the eoporation an optlon to
distribute the profits—either constructively or actually—and thus subject such

rofits to taxation in the hands of the stockholders. But the ‘'corporation sur-

ax’” has the great merit of simpllcit{ and such a tax haa recentt 'ﬁen sdopted
in the United Kingdom for precisely he pur, 3 here set forth; that is, to secure
from corporationssome contribution inlieu of the surtax collected from individuals
on reinvested income. The dizcussion of this tax by the chancellor of the excheq-
uer in his financial statement of April 19, 1920, is enlightening, and it s quoted
in part below,  The italics are mine:
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CORPORATION-PROTITS TAX
™

1 roi:see therefore to introduce this year a new tax which, for the time being,
will vied ooncurrently with the exceungxroﬁu duty, but which, either in the
form in which I propose it or in an amended form, may in the future prove a
substitute for it. The character of the new tax, a permanent tax, has been the
aubject of most anxious constderation by tne Government and myself and, as [
have previously mentioned, I think, in the House last year, I rent out a nission
to Canada and the United 8tatos to investigate and to study the schemes of
profits taxation in force in those countrics, and to see whether we could derive
any lessons of use to us from their practice and experience. The resulis of the
inquiry and of independent investigation in this country have not served to
rewnove the difficultics which presented themnselves to our first consideration of
the proposal for a taxation of profits in excess of a certain return upon invested
capital, and have not enabled us to seo our way to adjust such a tax to existing
business conditions and eustoms in this country. © therefore abandoned the
jdea of creating a tax on profits in excess of a fixed standard and we propose to
have recourase to a different messure. I may describe our proposal as a corpora-
tion tax levied at tho rate of 1 shilling in the pound on the profits and income of
concerns, with limited liability, engaged in trade or similar {ransactions. This tax
will run concurrently with excess-profits duty until that duty is repcaled. Where
a concern is liable to both taxes, any excess-profits duty payable will be treated
as 8 working expense in arriving at the profits for the purpose of the new tax. Both
oxcess-profits duly and corporation tax will be deducted before the assessment of
profits for income tax, and to prevent the new tax constituting too severe a burden
on the ordinary shareholder of existing conceras in which theic are largé fesues of
debenture and preference ghares, where a considerable proporiion of the profit has
o ba allocated to the payment of intereat and fixed dividends thereon, we proEose

hat in no case shall the duty exoced 2 shillings to the pound on the profits which
.rernain alter the paynent of such interest and dividends on exist n{ issues of
debentures ond preference sbares. I would remind the committes that under
the provisions of the excesa-profits dut{ prosperous concerns with a large pre-war
profit etandard wmay escape lisbility for the tax because thelr present profits,
though high, are not in ercess of their standard, and, at any rate, they pay a tax
-on what all of us think an unduly low scale. ?ncldenwly, the new tax will do
something to correct this anomaly. But I justify it on much broader grounds.
mpanies incorporated with a imited liability Zr‘?oy privileges and conveniences
by virtuo of the Jaw for which they miay be asked to ‘pay some acknowledgment.
-But, more than that, partners in a private parinersh p? supertax not merely
on the profita which they divide, but also on the undivided profits which they
.place to rezerve. No such charge falls us»on the undivided stoﬁu of Jimited
liability corupaniea. The corperation tax is justified by this distinction of the
‘exlating law in favor of such corporations, and it may be regarded as a composition
in liey of tbe liability to supertax. .

A flat corporation surtax of adequate rate could probably be substituted for
the excess-profits tax without serious loss in revenue. Whether any loss would
result by the substitution of an undistributed-profits tax is problematical. The
shrinkage in the fax collected from corporations as the result of distributed
profits would be partially counterbalan l?' an increase in the taxation of the
atockholders of the corporations involved. Furthermore, the yield of the excess-
profits tax s docllnin%:nd may decline rapidly in the pear future. Two hundred
roillion dollars is Q‘;Zm bly a maximum allowance for the loss of revenue that
would resu t in 1922 {f the exceuégroﬁu tax were replaced (s of Jan, 1 1921) by
.an undistributed-profits tax of percent. New taxes (-a{mble of yielding ap-

~oximately this amount should be selected from the additional taxes :;fgeated
low or from other sourcea in case the undistribufed-profits tax is adopted.
. Senator KiNo. And likewise that provision of the 1924 act which
you think incorporates its principle; at any rate, if not 1n all respects,
this provision is with respect to the taxation of undistributed profits.

Senator La FoiLerre. I did not understand the Commissioner to

88y that it became incorporated in a law. He said it passed the

Senate in 1924,
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(The matter referred to follows:)

Extraor yrou H. R. 6715, Sixtrr-eraars CoNoress, Firer Sr.sixou, IN TBEB
. SexaTe or THL UNITED SraTEs (PAGES 85-93)

SHAREHOLDEBRS TAXED AS PARTNERS

8ec. 228. (a) The sharcholders of any corporation which is subject to the tax
Imposed by subdivision (a) or (b) of section 230 shall, if they all agree thereto in
respect of any taxable gear of the corporation, be taxed In the same manner as the
membefs of & partners if). All the provisions of this title relating to partnerships
and the merabers thereof shall so far as practicable apply to such corporation and
the shareliolders therenf. If all the zbarcholders are so taxed, the corporation
shall be exempt from tax under section 230 for such taxable year.

(b) For the purposes of this section amounts distributed by such corporation
during its taxable year shall be accounted for by the distributees; and any portion
of the surtax net income (as defined in eubdlv{!!on (¢) of section 230) remaining
undistributed at tha close of 1ts taxable year shall be accounted for by the share-
holders of such corporation at the close of its taxable year in proportion to their

respective shares,
&? Any ungdistributed portion of the surfax net income (as defined in sub-
division ()é) of eection 230) which s taxed to the sharcholders under this section
shall, when distributed, be exempt from tax to the distributees.

- SEec. 230. (a) In liéu of the tax Imposed by section 230 of the Revenue
Act of 1921, there thall be levied, collected, and paid for each taxable year upoh
the net income of every corporat{on a normal tax of 9 per centum of the amount
of the net income in excess of the credits provided in sections 236 and 263.

(b) In addition to the normal tax impésed by subdivision (8) of this section
there shall be levied, collected, and pald upon the surtax net incomeo (as defin
in subdivision (¢) of this secflon) of every corporation a surtax equsal to the
f(;lz%vgng ;;;:rcentage of the undistributed et income as defined in subdivision (¢)
o section: ’

One-fourth of 1 per ¢entum, {f the undistributed net income fs more than 10
per centum, but not more than 11 per centum, of the surtax net income;

(This surtax locreased one-fourth per centum for each 1 per cenium {in-
crease in the percentage of undistributed net income ug to 5 fper centum on
vndistributed net incoms of 29-30 per centum.. For tbe interval between 30
and 40 per centum, tho surtax rate rose one-half per centum for each 1
per centum increase in the undistributed net Income pementage, reaching 10 per
centum on undisiributed net income of 3940 per centum; from 40 to 50 per
centum, the surtax.rose 1 per centum for each’ 1 per centum, reaching 20
per centum on 50 per centumr, and from 50 per centum on the surtax rose 2 per
centum for eath r centum Increase in-the undistributed net income per-
centage, reaching 40 per centum on all undistributed net income over §9 per
centum of the surtax net income.z ' )

¢) For the purposes of subdivision (b) of this section— '

1) The term “surtax net income’” means thé net fncomo as defined in eection
232, increased by the amount of the deduction allowed under paragraph (6) of
‘subdivision (a) of section 234;

(2) The term ‘‘undistributed net income’’ means the amount by which the
surtax net income excecds the sum of (1) the amount of the tax fmposed b
subdivision (a) of this section for the taxable year, plus (2) the amount of cas
dividends xpth:l during the twelve months preceding the 15th day of the third
month following the cloce of the taxable year, Elus (3) amounts retaiced to
replace capital losses sustalned after the enactment of this Act, plus (4) amounts
retained in compliance with law and the distribution of which s prohibited by
law, plus (5) $10,000; .

(5) The term “cash dividends” includes dividenda %ld In interest-bearing
scn‘P if cubgect to tax in the hands of the distributees to the same extent as a
dividend paid in cash. - -

* Mr. HeuveriNg, Yes. 1t did not pass the Congress. ,
The CuairmaN. That is's good idea. Put it in that it passed the
Senate. e had a great deal of respect fer the Senate in 1924,
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Mr. HeLvering. When corporations distribute their earnings to
their stockholders, the dividends are subject to the surtax rates
incorporated in our income-tax law." When corporete earnings are
not so distributed, the individual stockholders, while enjoying the
benefit of those earnings in the form of the increased worth of their
securities, are enabled to avoid all payment of surtaxes thereon.

Senator Hasrings. Right there, Mr. Commissioner, How can he

en;‘%y these earnings in the form of increased worth?

r. HELveERriNG. If they can be put in the reserve of the corpora-
tions, in the surplus, they thereforo increase the value of the stock
outstandin%[ .

Senator HasTiNgs. You say ‘“‘while enjoying the benefit of those
earnings in the form of the increased worth of their securities.” The
increased worth of the securities is of no particular good to them
unless they sell them and realize on them. :

Mr. HeLvering. No.

Senator Hastings. Then he pays the tax, does he not?

Mr. HeLveriNg. Oh, yes.

Senator Kina. It seems to me, if I may be pardoned, Senator, that
it is an advantage to have your securities increasing in valye from
year to year, though you do not have the increased value distributed.

Senator Lia Forterre: Furthermore, if he sells, ho only pays thp-

capital gain.and he does not pay the surtax. .

r. HeLverinGg, I am referring to the payment of the surtax this
year. The corporation of course, on these surpluses can make loans
or advances on the market. Outside of their legitimate business, they
can do & considerable business that way. ?
* The Coatruan. Is it not a fact that a dividend-paying stock is
classified a8 a little better than one that does not pay dividends? -

‘Mr. HeLvering, I think it should have a higher sales value; yes.
- " Senator Kina. And intrinsically, too, perhaps. . ‘ L
- Mr. Hervering. The Federal Government is thereby deprived of
substantial amounts of revenue; and great inequalities in the treat-
ment of different kinds of income, and in the treatment of incorpor-
ated as opposed to stockholders and so made to bear their fair share
of taxation under the individual income surtaxes, should be subject
to corporation income taxes at rates which, on the average, would
compensate the Federal Government for the loss in surtax revenue.:
-, Their loss, as the Secretary has indicated, is of very great dimen-
sions. The Treasury estimates that, if the present ocorporation
income;, capital stook; and excess profits taxes were repealed, and all
corporation eamings during the calendar year 1936 were currently
distributed, the income of individuals would be increased by more
g:nb{i% billions of which approximately $4,000,000,u00 would be

able. - : : o ‘
Senator HasTings. Let me inquire whother you have made an
study as to what would have been the result if you take that back

say 5 years, 1935, 1034, 1032, 1931, and the yeara back to 1929,
would that ehow that continued increase in surplus?

. Mr. Hevverineg. In this arount, you mean? ! ]
.. Senator Hastings. Yos; or approximately that amount. :
- Mr, Henvering, Oh, no, o Troasury has estima’.s for those
{ﬁm‘, which will be placed in the hearings as to those amounts during

086 years, .
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.(Thc matter referred to ‘follows:)

Compiled net profd, reinvested cvrrent earnings, and ralio of reinvested current
carnings {o compiled net proft, 1928-35—corporalions reporting net fncome

Relavested Ra&o!nu&
N Ccmpﬂedut Ves s e
Yesz cwrent edrn- | earningst
proft s compiled £et
peoft
¢ Pereest
.| 8, 320,000,000 § $4 571, 000, 000 T 49.0
&, 6€2,000,000 | 3,818,000, 000 9.9
10, 963, 000,000 | 4, ¥76, 000, 000 43,4
11, 315,000,000 { 4, 555, 000, 000 4.3
7t oon o0 | &5k con 000 R
] 5,439, 000, 000 w7
s.;n.o(nooo $39, 000, 000 1.8
4, 752,000, 0CO 481, 000, 000 a1
2, 738 000, 000 132 000, 000 48
.| 3 880,009,000 778, 000, 000 2.7
................................ 30.7

p'fk([)bla.h:nd bi deductiug trom compiled pet profit the Feders) income taxes pasd acd cash dividends

Senator Kina. Mr. Commissioner, for my own information, I
would like to know how you can reach any sort of definite and accurate
conclusions as to what tax would be obtained if all or apiroximawly
sl the dividends had been distributed, unless you know the brackets
into which would fall the tax to be paid by the distributees, and by
that onu would have to know the number of millions of taxpayers
snd the brackets into which they would fall, because obviously many
of these taxpayers to whom dividends would be distributed, would
fall in that class where they pay no tax at all. L

Mr. HeLverivg. Of course, Senator, we depend entirely upon the
estimates made by the statisticians, and they have estimated .these
figures which I am now reading. 1 am depending on them for those
estimates. ) ‘ . - .

. The Cuairman. It will show in the chart. . . ‘

Mr. Haas. Mr. McLeod could vety probabiy give the fundgnental
basis upon which they base the whole estimate of their work. In
other words, a similar basis that a life insurance actuary would use to
base his estimates. We have something which we t.gmk' is just as
substantial as-that to start with. L :

Senator Kina. As I understand then, the {ables which you wili
submit will show the number of stockholders who would be the recipi-
ents of dividends and the brackets into which each one would fali?’ .

Mr. McLeop. We have not indicated the exact number——- o

Senator GERry linterposing]. Mr. Chairman, we cannot hear &
word of this. : . o L

Mr. McLEop, We have not indicated in that tabls the exact num-
ber of individuals who would receive dividends-by the brackets.. We
have indicated the total number of individuals and tt.e total additional
number. We do know from past years where the dividends fall'b
brackets, and it is somewhat similar to ap actuarial table.by whic
an actuary determines the probable length of & man’s.life and his
premiums. He does not trace a particulat individial, but he knows



REYENUE AQT;: 1936 19

from a certain group ol individuals, on the average, how many will
die in a certain year, . - o o
On that same basis, we know that when you have the total number
of net incomes of the corporations distributed——we have the records
over a period of years—we know on the average how those dividends
flow through the income brackets. That is really tho basis of the
estimate of the additional revenues. ‘ :
The Cxairuan, All right, Mr. Helvering. You may proceed,

lease. :
P Mr. HeLvering. About $1,448,000,000, it is estimated would go to
individuals whose effoctive surtax liai)ility on the additional income
would be less than 16 percent.

Senator LA ForLeTTE. You refer to 16 percent there as the average
6f what the corporations pay now under existing law?

Mr, Hevvering. Taking that as the basis to got this table.

And some $2,567,000,000 of the additional income would go to in-
dividuals whose effeclive surtaxes on the additional income would
be greater than 16 percent, as is illustrated in a chart T should like
to put in the record.

The CuairMan. We will have another demonstration made of that
chart before we get through so that the public ma{ be let in on it.

Mr. HerveriNg, In consequence, the yield of the individual in-
come tax, assuming no change in rates other than the removal of the
present exemption of dividends from the pormal tax, would be in-
creased by more than $1,700,000,000 if such distribution were mede.
It is estimated that more than 71 percent of the increase in taxable
income would be received by individuals with net incomes of more
than $25,000 a year, and that about 45 percent would be received by
individuals with net incomes in excess of $100,000 a year. .

This increase in revenues that would result from a full and effective
application of the existing individual income tax schedules indicates
the extent to which the existing law results in a loss in reveaue to the
Federal Government. But besides yielding substantial additional
revenue to the Federal Government, ths proposed method of taxation
would eliminate the two main sources of inequality in our tax system.

Under our present laws, individuals and members of partnerships
must pay income surtaxes.on the entire amount of their earnings,
whether such earnings.are distributed in full, partly. reinvested, or
reinvested in their entirety, Corporation earnings which are rein-
vested escape income surtaxes for the time being and may. escape
them altogether or become subject to them later at mych lower rates.

Senator Gerry. Have your statistics—you must have them, I pre-
sume—showing how mattxﬁv copartnerships there are in the country,
and what the amount of their capital is, and what the amount of their

eamings s. . ‘ ,
Mr. HeLveninG. Yes, sir. ] .
. Senator Geray. You are putting those in the record, sre you, so
that we can sce them, and that will show bow much of the business is,
done in the country bly copartnerships? ‘ .

- :Mr, HErvering, I might say, without being held to the ‘exact
number, I think there are 205,000 copartnerships with income of
$1,158,000,000. 'Those incomes from those copartnerships run all
the way up from small figures to over $1,000,000. ,

Senator Gerry. Will you please put those in the record?
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Partnerehip relurns filed for year 1935 ahowing nel incoms $100,000 and chbors

Nusdar of | Tolal et In- Aversge
Bracket " retures come pet Income

853 | $78 153,151, 47 $137,4584
| pame e
4 vfm.xig .1,G83, %4 30

&3 | 913,618, 620.00 238, (42,60

Parinership relurns filled for 1636

Nuomber of
retans | Total net Income

ez $10C, 173,419 | 943 .76
gmmo. m. ...... . 83 21;‘.22&039.00
: Total 172,352 | 1,150, 277,043 28
Losses - 26,1% 87,012 1. 46

Tetad 15,433 | L072,204,509. %0

Senator Brack, The natural tendency of the tax as it has been
has been such that by virtue of it a coparinership was compelled to
pay tax on all profits while & corporation was not compelled to pay a

_tax on all profits, and that has been a very coercive influence in caus«

iniPeopla to organize corporations, has it not, and would it not neces-
sarily result in that? :

Mr. Henverixg, J might say to you, Senator, that in tho year
1926 the number of copsrtnerships and corporations were about equal.
The copartnerships have gradually gone down each year and the
corporations have gone up, until in this year, the past year, it has
resulted in 205,000 copartnerships as against 600,000 and some
corporations.

nator BLack. In other words, as I understand the point that
you have there, if a coparinership made a million dollars of profits
and there were two men in the partnership, they were compelled to
pay a tax under the present law on every dollar of profit they made
whather they reinvested all of it or not, but if the sama two men
organized a corporation out in Delaware or some other State, antl
they made that same million dollars of profit, they would be'liinited
to 15 or 16 percent. That is all the tax they would have to pay, is
it not? So that naturslly there is a constant and strong inducement
to keep from pegoins the 50 percent of the profits if they can get out
by paying the Government 15 percent by organizing a corporation;

Mr. HeLvering., A little later on, Senator, I give an absclute
exsmple of that, computed in dollars and cents. C

Senator Gerry. Is that not just saying in other words that your
copartnership is treated in taxation the same as the individual?

{r. HeLvERING. Yes. .

Senator Gerny. And thorefore the idea, when we had the old
Jones Amendméent Act, was to make the corporation pay the normal
tﬁx s?da.itz to?even it out? Was it not something like that, as I recall
the old law .
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Mr. Heuvening. I know those considerations were taken up.

Senator GrRry. And then in addition to that, they paid an addi-.
tional tax besides that, and thit was an attempt to even 1t up between
the copartnership and tho corporation.

Mr. Hervering. Yes. ) .

- Senator Brack. Aslundersiand it then, as it came out a year or so
6go, there was a gentleman said to own meny million dollars worth of
stock in various corporations and who psid no income tax. Now, if
the corporations in which he was interested hold their increased
profits, the corporations would not have paid anything either? If
they put it in surplus, they would have paid 15 or 16 percent.

Mr. Henvening, That is s flat. rate. L.

Senator Brack. If that had been an individusl, he would have
bad to ﬂay'a large amount of taxes to the Federal Government.

- Mr. Heuvening, 1 think there is no doubt about that,

Mr. Brack. What t‘gou are seoking to bring out hers is, as I under-
etand it—just one other question, If there were small stockholders
in the corporation, distributed over and around the country, who
only owned a very small block of stock, who would not have had to
poy 16 percent on their normal individual income, it was to their
interest to have that money distributed, and so they were injured
if th:fcorpomtion held it and did not pay it out. That is true, is
it no

Mr, Hervering, On the small stockholder, the tax went up.

Senator Brack. But the men who owned the large blocks of stock
in the corporation, by the millions, two or three millions, have been
groatly benefited to the disadvantage of the small stockhoiders in tho
wag{t he tax has operated? .

i r. HeuveriNg, We think that is the result under the present
aw, yes. .

Yo consider firet, the case of current tax liability,let us take the case
of a part.nem‘n("g composed of five equal partners and with total
earnings of $500,000. The Federal Government under the present
law would receive $166,770 of these sarnings in individual income
taxes, adssuming that the partnems were single men and had no other
taxable income, If these.same men conducted ' their business as a
corporation and paid themselves salaries.of $15,000 each, but no
dividends, the Federal Government would receive a total of only
868,710 in income taxes—a difference of $98,060. Even if thia
corporation distributed in dividends 50 percent of its earnings under
the present law, efter payment of $75,000 in salaries, the Federal
Government would still receive 852,385 less in taxes than it would
receive if-the business were conducted as a partnemship.

Senator Hastinge, Mr. Helvering, is it true if those five ns
weie in businces as en equal partnership, that they could not take out
s an ti);pense any salaries?

Mr. Hevveming, Oh, no. ‘ :

Senator HMastings. They have to an on all of that?

* Mr. Hervvesing, That goes it just the same as though they were
not in any business at all.  If they take out salaries, that goes in as
income, and their earnings go in on top of that, and the tax is com-
puted just as though they were individual businezs men.

. Senator Hastines. That is, if the five persons were president and
vice president and managers and eo forth, whatever they call thern-
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selves; they would not pay themselves any salary and take that dut
of the profits of that business? i.:..; ;. . v i . . .y

Mr. HELVERING. You mean when thoy ;would make their return?

Senator HasTings. en they make their return, . R

Mr. Hervering. No; they would have to include that salary as
part of their return, together with all the other interesta and profits
and their pro-rata share. . : ‘ T
" Senator. Kine. But théy could take out the salaries paid -to the
employees? - . S LT G .

. Mr. Hervering. O, yes; other than the owners. Also deprecia-
tion, depletion, and all that sort of allowances under the present law,
Ti]rough withholding earnings, moreover, and paying them out
only as those in control elect, a corporation’is able to average the
earnings and the losses of its stockholders over an indefinite period
of years, and it is nlso able to speculate on the possibility that the
Congress in some years may be induced to lower individual income-
tax rates. It may retain earnings at times when the Government
needs additional revenues, and pay thom out when tax rales are
lowered. The individual does not have thess opportunities.. If he
hsad a large income in 1629, for instance, he paid in 1930 a tax bascd
exactly on that 1929 income, in whatever brackets of taxation it
might fall. If he suffered heavy losses in 1930 and 1931, he was not
able to make any deduction or obtain any refund of the taxes he had
already paid and for which he had already become liable on his 1920
income. If that same individual’s activities had been incorporated,
he need have Eaid individual income taxes only on that portion of his
earnings that he withdrew in the form of salary and dividends during
the good year to meet his current needs, and by withholding the
remainder he would have been able to offset the losses that he sus-
teained in the two succeeding years. That is one door of escape,
and it is a most important one. : -

A second source of in>quality is the opportunity enjoyed by owners
of corporate businesses to reduce their income Laxes by taking part
of their income in the form of so-called capital gains. By withholdin,
earnings from distribution, a corporation builds up enhanced capita
values which are reflected in the worth of its stock. After a block of
that stock has been held in the same ownership for 8 number of years,
it can be sold and the resulting gains in value will bb taxed at lower
rates than other sources of income. As an instance, if tho stock has
been held for more than 10 years and then sold, only 30 percent of the
resulting gain from its sale will, under the present law, be taxed as
income, and if tho individual’s surtax rates have thus been brought
as high as a bracket of 50 percent, he will pay a tax equal to only 16
peorcent of the whole amount of his gain. This is referring to capital
gein. A few'years ago, the wealthy stockholder faced only a 12%-
percent tax on c:pital net gains. .

But there is a very great number ¢f instances in which corporate
earnings have continued to pile up yeer after yoar for a far longer
period than 10 years, constantly adding to the value of the estates of
their individual owners, without ever having been subject {o any
surtax caxation, but only to the ordinary corporation income taxes
at rates rarcly higher than 15 percent. What this means in simple
terms is the privilege of reinvesting earnings without the Faynxent of
surtaxes upon them, & privilege of very great monetary vaiue to those
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whose income réach surtax brackets higher than 15 percent. - This
means an{lone ‘whoso surtax net income is more than $22,000 a year:

Now, the President has suggested that the Congress enact a' tax
measuré which .will produce approximately the same revenue from
corporate edrnings, whether they are distributed or not distributed.
He suggested also the repeal of the preseént corporation income tax,
the capital-stock tax, the excess-profits tax, and the repesl of the
present exemiption of dividends from the 4 percent normal income tax;
all these taxes to be replaced by a tax on undistributed corporate
earnings. .
- ThegsWaya and- Means Committee of the House has applied the
principle suggested by the President in & form which expresses the
tax not as & lovy upon that portion of corporate income which is not
distributed in the form of dividends to stockholders, but as a levy on
totsl income. ‘The House bill contains schedules which apply to the
entire adjusted net income of a corporation, at rates graduated ac-
cording to the proportion of the income which is retained by the
corporation after the distribution of dividends and after payment of
tax. It apparently has been thought by the House committee that
this form of expression of the tax rates will more clearly represent to
the corporation stockholder the tax cost of retaining any given pro-
portion of not earnings for capital pl:;foe.as. .

Probably the first thing to be noticed about the rates for permanent
corporation taxes in the House bill is that any corporation that dis-
tributes all of its current earnings will géno Federal corporation
taxes whatever. Such tax as applies wi paid by the individual
stockh_r:llders on the same basis as all other individual income taxes
are paid. o : : .
- Senptor King. Supposing you have a corporation that is closel
held, that has three or four or five or six stockholders, and any din’:
dends that are paid would be paid to them, they could declare a
dividend and distribute the profits durinﬁ the year to themselves;
and the corporation would pay no tax at all?

Mr. Hevveaing. Absolutely. : .

‘Senator LA Forterre. But they will pay on their individual
income tax? . . '
+ Benator Kino. Yes; but the corporation would pay no tax. .

Senator LA FoLLerTr, In paying the individual income tax they
would };&y more than they are paying now?. :
. Mr. HeLverina, It is possible that there may he some corporations
in the' lllnited States that would pay no corporation tax under this
proposal, : R s

Lot ua see what will occur in the case of corporations which.do not
distribute their earnings fully. Two sets of rates have been presented
by the Housé committes, one applying to corporations with adjusted
net income of $10,000 or less; the second applying to corporations
with adjusted net incomes of more than $10,000, with a provision
for meiging the effect of these schedules on corporations with adjusted
net incomes between $10,000 and $40,000. That is the same thing
that the chairman was referring to awhile ago in the suggested matter
that you want to have put in the record. - The emall income corpora+
tions, which comprise approxinately 80 percent of all nonfinancial
corporatidns, will be able to retain up fo approximately 40 peréént
of a yoar’s earnings for capital purposea and still pay less tax than
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they pay now. Corporations with large incomes will be enabled to
retain about 30 percent without paying as much in taxes as are
pald under the present law. ' . : .

Senator La ForLErTE, It Is my understanding, Mr. Commissioner;
that a study of the distribution of dividends over a period of approxi-
mately 10 years indicates that on the average ocorporations normally
retain about 30 peroent.

Mr. HeLveriNg. Yes; I think that is what the tables show over tne

riod from 1921 to 103%. I do not know as those are the years,

ut it is over a 10-year period.

Senator King, ere do you draw the line of differentiation be-
tween the small ecorporation and the large corporation? ’

Mr. HeLveriNg. Incomo of $10,000 or less is provided for in the
House axll, adjusted not income of $10,000 or less, for the small
corporation.

have studied the application of these schedules to various types
of corporations, large and small, and I have found that in addition
to the ogpommity given corporations to avoid all Federal income
taxation by making full distributions of current earnings, the schedules
permit very liberal additions to surplus from current earnings upon
payment of taxes lower than those now in effect.
ere, then, does the increased revenue come from? It comes
primarily from stockholders already enjoying large incomes who would
pay higher taxes on their incomes as these incomes are increased by
sdditional dividend distributions, It.would come, in other words
primarily from those who are now sable to avoid their just share of
the burden of income taxation by holding income-producing property
in the corporate form, and by having their corporations retain very
large proportions of these earnings, subject only, to the ordinary cor-
poration income tax. It is inequitable and it i3 & source of great loss
to the public revenues to permit the corporate form to be used by
wealthy persons to avoid graduated individual income surtaxes.

As your committeo is well aware, the objectors to bills providing
additional revenues are always many .and the advocates are vsuall
few, because the benefit is gereral whereas the hutt is specific. 1t
is natural, also, for some to advocate increasing the present corpora~
tion incli)me-tax rate even as high as 25 percent, in lieu of the presont
proposal. E C , :

I might saiy to you gentlemen that some of the witnesses appéaring
before the House Ways and Meats Committes were so strongly .in
opposition to this propossl that they even admitted they would pay
25 percent State income taxes on corporations rather than have this
proposition. - . ' ' :

Senator CoNNALLY, Mr. Commissioner, the basic theory of this
plan is that the Government will oxact the same tax in the eggregate,
whether the revenuo is held in the tressury or whether it is dis<
tributed to the stockholdors, becauss if it is distributed to tho stock+
holders they will then pay individuel income taxes, just as they do
paﬂtheir income tages now, is that correct? .

r. Henvenina. The idea is to put sll the income through the
{ax mill in either one form or the other. ’

Senator ConnarLy, In the sanie relative ratio? . :

Mzr. HeLveriNG. Yes; and the statisticiane havo advised me tha
the ratos in the retention, the rates that are retaiced, that are pay-
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:?ée aliy the corporation, are comparable to those paid by the indi-
uale. .
. Senator ConnNaLLY, Then it becomes largely a matter of mechanics
and caleulation as to what the rate ahould be on the proportion of the
jncome distributed end that proportion that is retained in the treas-
, is that true? : . L
r. HeLvering. Oh, yes. But such a substitute would victimize
corporations generally, as well as heavily penalizing small stock-
holders, in order to enable a relatively, small number of wealthy
individuals to continue to use the corporate form as a means of
gvoidmg individual surtaxes. . ‘ S :

The bill passed by the House of Representatives was the product
of very painstaking and conscientious consideration by the House
Ways and Means Committes, which was assisted by officers of tho
Treasuriy Department and the experts of the Joint Committee on
Internal Revenue Taxation and of the Office of the Legislative
Counsel. In accordance with its desire to take full account of the
practical requirements of different vypes of corporate business enter-
prises, the committee, while maintaining the principles of the Presi-
dent’s proposal, mado special provisions for special cases. .

Senator Warsu. Mr. Commissioner, have the larger corperations
been predisposed to set aside a larger percentgge of their earnings aa
surpluses than the small corporations, so-called, or is there any rule
that runs through these corporations? -

. Mr. HeLveriya. No, Senator. Some very large corporations dis-
tribute almost fully. There is no general rule.

Senator WaLsa. There are apt to be ;ust as many small corpora-
tions that retain more than 30 percont of their earnings in surplus as
the larﬁr corporations? .
" Mr, Hevvening, Yes. . I do not know whether it is in_here, but
the small corporation could, under the schedule as provided in the
House bill, retain ebout 40 percent. , : S

I have already noted that the rates of tax proposed for small-income
corporations, which' comprise the large majority in nurmber of sll cor-
porations, are substantially lower than thoss for large-income corporas
tions. In addition, the bill makes very liberal provision for the
retirement .of corporate .indebtedness. It likewise makes special
provision for banks and insurance companies, for corporations in
receivership, for differont classes of foreign corporations, for affiliated
cors;;oratc Oﬁhuﬁa. and so forth, L e s

:Senator Hastings, Mr. Commissioner, why is there special con-
sideration for the banka? SRR o

Mr. Heryerive, Well, that was 8 matter of ?,olxcy which the Coma

mittes on Ways and Means thought it advisable to place in the bill.
_Senator HasTinas, Was that recommended by the President?
-.Mr, HeLvering, It was not, 8s I understand it.

Senator HasTiNGs, Do you see any particular reason why a special
provision should bs made for tho banks?.

Mr. HELvErING. Well, there were certain conditions that were pre~
sented to tho Ways and Means Committes, and they decided, or they
thought there should be some coneideration. .

Sopator Hasmines, ] am asking for your judgment now. .. .

Mr, HeLveriNGg. Well, the Tressury’s viewpoint about it is that
the bill skould bo made a'lm_osb universal. | Co
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‘8enator Hastinea, Then it is your judgment that there is no par-
ticular reason for making a distinction, so far as banks are concerned?
Mr. Hervering. I do not aee any, Senator, when you take into
consideration the amount of the exempt income that they have. '
The CHarruAN. But you did desl ths samo with the banks as you

deslt with the insurance companies and some other companiss?
Mr. HeEzveniNg. Yes. : .
The CuarrMan. There are certain States that ¢ompel banks to
certain amounts of swrplus, are there not? - - o
r. HeLveriNe, Yes.

Senator Brack. What other kind of companiea? The Chairman
said “banks, insurance companiea and other companies,”

The Ceairman, Trust companies, companies in receiverships. )

Mr. Hernvenine, The whole idea, as I understood from the dis-
cussions in the Ways and Means Coramittee, was to put into a special
class and give a flat rate to those companies, that could not, by virtue
of their situation, like being in receivership, and things like that,
come under this provision without & hardship. :

Senator Brack. Was there sn exemption given to all types of
insurance companijes? ) :

Mr. HELveErING. No. A~ 15-percent rate is given insurance
companies. ‘

Senator Brack. Fire and life, and that is all?

Mr. HeLverina. Mutual, all sorts of insurance companies.

Senator Bracx. Then the exemption includes all kinds and types of
insurance companies? - : : o ’

Mr. HELveriNG. Well, there are some insurance companies of the

- mutusal class that are exempt under the present law, and those are

left exempt under this. o

8cnator Buack. What T was getting at, does it exempt all types of
Insurance companies; the liability-insurance companies, fire, Jife, and
so forth, or does it exclude from the exemption some kind of insurance
companies? - . A .

Senator GEonce. I understood it was applicable only to mutual
insurance companics, other than life. ' o ,

Senator CoNnaLLy. He is talking about the 15-percent rate.

Mr. HeLveriNg, The 16-percent rate applies to all insurance
companies excopt those exempt under present law. e

Senator HasTings, What I have in mind, take the case of an insur-
ance company, which is the extreme casé, it in the first place has to
have & certain resérve sel aside to make its contract a gbod contract,
but it is engaged in business for profit, and if it makes a large sum’
of money why should not it be compelled to pay out its dividend just
like any other business corporation, when you separate the surplus
earnings from the surglus that is necessary to make the 'poli? good?

Mr. HeLvering. Well, in the discussions in the Ways and Means
Committee they have taken into consideration various requiremetits
in the States, as required by law in those various States, on' the
question of reserves. . A

Senator Hastines., Well, that could certag;lg onﬁy be the kind of
reserve that is required to raske the policy ﬁ . Now I sm talking
about another resetvo, I amn talking about the reserve that grows out
of tho profit of the corporation. I do not ses why, in the case of 8
bank, in the case of an insurarce company, I do hot see any particular
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reason for making the distinstion, I am just trying to find out.
There may be some good reason,

Mr. HeLveriNg. Well, we did not recommend a change.

The CHAIRMAN. Well, Mr, Commissioner, as a matter of fact life
insurance companies fall into two classes,

Mr. HeuveriNg. Yes, sir.

The CuatrmaN. The stock-insurance companies and the mutuals.

Mr. HELVERING. Yes.

The CuairMaN. The mutualsate not taxed under this, they are
taxed under another provision of the bill, is that right?

Mr, HELveRING. Yes, I feel that the House bill provides the
basis for an excellent and productive revenue measure. In the first

ADDITIONS TO TAXABLE INCOMES OF INDIVIDUALS
Assuming All 1936 Estimated Corporate Earnings Were Distributed
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place, it would remove great existing inequalities in the taxation of
incorporated and unincorporated business, as well as in the treatment
of business profits generally,

Senator CoNNALLY. Mr. Commissioner, that is a point there that
I think particular attention ought to be directed to. Is it not true
that under the existing law the operation is really favorable to cor-
porate incomes as against individual incomes, against individuals
who might be cngageﬁ in the same business?

Mr. ﬁnbvsnmo. No question sbout it, Senator, at all.

Senator CoxnaLLy. In other words, the corporation pays a flat
15-percent tax, and if it holds the balance of its profits in sur lus
nobody pays more than 16 percent, whereas the individual who ad

68545—86-—3
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a comparable income might pay 20, 30, 40, or even 560 percent, is
that true?

Mr. HeLveriNg. That is true, and also in that connection, to the
small stockholder in that same corporation the 15 percent is a penalty.

Senator ConNaLLY, The small man may not pay any income tax
individually and yet he would pay 15 percent on the corporate tax,
is that true?

Mr. HenveEring. Yes. Tn the second place, it would increase the
Federal revenues by eliminating important sources of tax avoidance
rather than by increasing existing tax rates or imposing new taxes.

The CHaIrMAN. Are there any questions of the Commissioner? If
not, we will proceed with Mr. Haas.

Senator BLack. Mr. Helvering, was thore some question that came
ul? in the Houso with reference to the profits over 6 percent made by
the Federal Reserve bank? Did the Treasury Department recom-
mend that all profits over 6 percent be taxed?

Mr. HeLvering. No, I do not think so. I think there was some
discussion by some members of the committee during the hearing on
that question.

. S%qﬁt?or Brack. Was there any provision made for that in the pend-
ing bi

%\Ir. Heuvering. No. You mean profits?

Senator Brack. Profits over 6 percent in the Federal Reserve, oy
placing it back into the Treasury.

Mr. HeLveErING. No, there is nothing in the bill on that. I re-
member it was mentioned. Mr. Oliphant just advised me that in the
hearings one Member of the House appeared before the committeo
and talked on that subject.

Se;lator Brack. Did the Treasury Department take any position
on it

Mr. HeLvering. No, we did not.

Thoe CuarrmaN, Congressman Patman tslked on that proposition.

Mr. HeLvertNa. Yes, I think it was Patman.

The CuairMan. All right, Mr. Haass,

STATEMENT OF GEORGE C. HAAS, DIRECTOR OF RESEARCH AND
STATISTICS, TREASURY DEPARTMENT

The CuairMan. Mr. Haas, will you designate your position?

Mr. Haas. My name is George C. Haas. 1 am Director of Re-
search and Statistics of the Treasury Department.

I appear here at the request of the Secretary of the Treasury to
discuss some of the broader economic aspects of the proposed chango
in our system of corporation taxes, I should like to analyze the
considerations involved as objectively as possible; but I think that
I can be of most service to the committes if I do this mainly b
discussing each of a number of objections that have been raised
either in the House hearinFs or in the press, against the propose(i
change. Thero will possibly be some factors that I shall treat in
lesser detail than some of the members of this committes may desire;
but if this proves to be the case, I shall be glad to provide such addi-
tional data and discussion as the committee may request.

Becauso of the legal distinction between a corporation and its
stockholders, only that part of a corporation’s eernings which is
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paid out in dividends is subject to our individual income taxes, even
though the retained earnings add equally to the net worth of the
stockholders. These withheld corporate earnings, if fully distrib-
uted, would go very largely to individuels of Jarge incomes—indi-
vidunls subject to the higher-bracket rates in our individual income-
tax schedules. When retained by corporations, on the other hand,
these earnings are subject to corporation income taxes of onl
124 to 15 percent. In consequence, the Federal Government is
dell‘)rived of very substantial amounts of revenue which it would
otherwise receive under the existing individual income-tax rates.
It is estimated by the Treasury, for example, that about 45 percent
of the withheld corporate earnings of the calendar year 1936 would,
if distributed, go to individuals subject to income surtaxes ranging
from 68 to 75 percent of the amount of this additional income,

The main objections which have been advanced against the pro-
posed change in corporation taxes are:

(1) It is contended that small corporations will be prevented from
growing into big ones and that, thersfore, existing big corporations
with accumulated surpluses will not face sufficient competition, hence,
fostering monopoly.

(2) It i3 contended that all corporations, large as well as small,
will be provented from securing sufficient capital for expansion and
other legitimate purposes. .

(3) It is contended that capital will be driven into tex-exempt
securities.

(4) It is contended that the change will prevent the creation of
corporate sm(-fluses necessary to maintain dividends, wages, em-
ployment, and business solvency through periods of depression.

Let us examine each of these objections in turn,

First. Those who foresee difficulties for the small corporation in the
proposed legislation cannot have analyzed closely the schedules in-
corporated in the House bill. Much lower rates are provided for
corporations whose net incomes are $10,000 or less than are provided
for larger corporations. For oxample, if & small corporation——

Senator GERRY. One minute there. Is that accurate? Let me
see if I undesstand this provision. You say here much lower rates are
provided for corporations whose net incomes are $10,000 or less than
provided for larger corporations.

Mr. Haas. Corporations with a larger income.

Senator Gerry. With a larger income?

Mr. Haas. That is right.

Senator Gerry, That is what I am driving at. What you do
here, it does not make any difference how big the corporation is, it
could be a billion dollar corporation, but if it earns $10,000 it pays a
lesser rate?

Mr. Haas. That is right.

Senator Gerry, That corporation may have just two stockholders
and they would get the benefit?

Mr. Haas. That is right.

Senator Grrry. For example, if a small corporation retains 10 per-
cent of its adjusted net income, I think it paints the wrong picture,
because it does not mean a small corporation necessarily, it means a
corporation with a small income.
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Mr, Haas. You are right. Wherever I use the term “large” or
‘small”” corporations in this statement, I refer to corporations with
large or small incomes.

. Senator GErry. Well, this does not mean that it is a small corpora-
tion. Itisa corporation with a small income.

Senator Couzexs. It means it has a small income in a small cor-
poration.

Senator GERRY. It is a corporation with a small income. That is
what I am driving at. This has nothing to do with capital, this has
to do with income.

Mr. Haas. That is right.

Senator GErry, I think that is a very misleading statement.

Mr. Haas. It has to do entirely with income. I&uch lower rates
are provided for corporations whose net incomes are $10,000 or less,
than are provided for larger corporations. I use that general expres-
sion in my statement. It describes the typical situation.

Senator Gerry. 1 know perfectly well the Treasury does not want
to give the wroniim ression, but I also know that 1t led me astray
the other day when I questioned one of the experts on it, I just
wanted to raise that point, of course, so it would be clear in the
record, because it gives the wrong impression,

Mr. Haas. Much lower rates are provided for corporations whose
net incomes are $10,000 or less than are provided for corporations
with larger incomes. For exemple, if a small corporation retains
10 percent of its adjusted net income, its tax will amount to 1 percent
of its adjusted net income, a8 compared with & tax of 4 percent levied
against corporations with incomes in excess of $10,000 which retain
the same percentage of their adjusted net income. Similarly, with
retentions of 20 percent of the adjusted net income, the tax is 3%
and 9 percent of the adjusted net income for small and large corpora-
tions, respectively, If 30 percent is retained, the small corparation
pays 7% ‘Pement, as compared with 15 percent for the larger corpora-
tion. We estimate that 83 percent in number of all corporations
re&mrting net incomes for 1936, or 214,000 out of a total of 267,000,
will have incomes of $10,000 or less. Under the provisions of the
House bill, such corporations can withhold and directly reinvest in
the business about 40 percent of each year’s earnings without paying
as much in corporate taxes as at present. This 18 a much greater
proportion than can be reinvested by the larger corporations without
the payment of a substantially higher rate of tax. Both classes of
corporations could sharply reduce the present amount of their taxes
by distributin%’a larger proportion of their current earnings. But
regardless of their policies in this respect, the rat. schedules give a
decided advantags to the small corporations.

But, as you all know, the capital funds available for profitable
corporations, whether large or small, are not limited to the amounts
that they can save directly from earnings. Corporations that desire
additional capital for expansion or other purposes ran obtain such
capital by the salo of additional shares to their own stockholders or
to investors generally.

In the case of small corporations with a limited rumber of stock-
holders, it is almost as easi to pay out earnings in dividends end have
all or a part of them resu scn%ed by the stockholders for additional
shares of the corporation’s stock, as to reinvest them directly, It is
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merel{ a matter of convenience and tax economy which method shall
be followed. Under the present s}v;stem of income taxation both
considerations have tended to favor the process of direct reinvestment,
and hence the examples taken from the growth of corporations over
the period during which this system has been operating have naturall
shown small corporations growing into large ones by this method.
Tﬂt_xe method of resubscribing dividends, however, would be equally
effective.

I have already pointed out that under the proposed law small
corporations would have a substantial advantage over large ones in
the direct reinvestment of earnings. They would similarly enjoy
two advantages in the process of growing through resubscribed earn-
ings. In the first place, tho very compactness of a small corporation
permits this process to be carried on with a directness and informality
which is impossible for the larger corporations. If under the present
law small corporations retain their earnings through the consent and
agreement of their stockholders, under the proposed plan, stockholders
would be every bit as likely to use the proceeds of their dividend
checks from the corporation to reinvest in additional stock.

Senator Geary. In that case, Mr. Witness, again you are referring
to this small corporation, all the way through in your argument, as
a small corporation, Now under this provision it is not necessarily
a small corporation, it may be a very large one. It means a corpora-
tion with small earnings? .

Mr. Haas. You are right, Mr. Senator, but, I have slready indi-
cated that in this statemont. J mean size of income when I refer to
“small” or “large’” corporations. Morcover, as a general rule, small
corporations have small incomes. It is the exception where you have
large corporations with small incomes.

nator GERRY. It does not say “small income.” That is the
thing that I went astray un before, that I was confused on. That
isw { I want to clear it up. It may be a small corporation but it
hasa n}lige percentage of earnings for that corporation. Is that true?

Mr. Haas, What I meant was that they are small corporations
with small earnings.

Senator Gerry. Iknow what youmeannow. Wewant tomake the
thing clear, so that it will not be confusing foruswhen we try tostudy the
bill. ~ What you really mean is a small corporation with small earnings.

Mr. Haas. That is right. Thank you for the correction.

Senator La ForLerte. But the principle is no different, is it, Mr.
Haas? We do not tax an individual taxpayer today on his total
worth, or his gross income, we tax him on his net?

Mr. Haas. On the income it produces. .

Senator La FoLLerte. Yes. And it is simply applying the same
principlo as the basis of taxation to corporations that we now apply
to individuals?

Mr. Haas. Thatisright. '

Senator GErry. If the Senator from Wisconsin will permit me, I

ree with what he says entirely, I have no complaint with it, but
what I had complained of was that the inference went out that the
small corporation was necessarily getting a benefit under this require-
ment. Now it inay or it may not, but In a great many cases it does.
That is why the other day I asked for statistics, for example, on the
number of stockholders that came under this group, and I think the
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Treasury was going to try and find them for me and bring them up.
That is why I wanted to know how many this affects, and whether it
really does affect a grest many corporations.

Senator Connarry. Mr. Haas, wherever you sa “small corpora-
tion” in this statement {ou mean a corporation with a small income?

Mr. Haas. Thatisright.

Senator La FoLLerTE. AsI understand it, as ageneral ruleitisa fact
that corporations with a smallincome arelikely tobe small corporations.
As I understand it, the figures show that 67 corporations in 1933 had
about one-third of the total corporate income of the country.

Senator ConNnaLLy. After all, under this bill it is immaterial
whether it is big or little, it is the income that is material, whether
the income is big or little 1s a factor. Yhen yousay a small corpora-
tion you mean a corporation with a small income?

Mr. Haas. The basis for classification is income. If you once
classify them as large or small on that criterion you can call them large
or small, once you have made yourself clear.

Senator Gerry. I am just trying to clerify this thini.

The CHarMAN. As a matter of fact, as the result of improved
economic conditions in the country, there are not many large com-
panies or corporations that are not making a pretty fair earning,
1sn’t that true? .

Mr. Haas. Corporate earnings, Mr. Chairman, have recovered in a
very remarkable way. For instance, in the calendar year 1935 cor-
porate earnings increased more than 40 percent. In the last quarter
of 1935 the percentage increase over the same quarter of the year
previous was about 117 percent. There have been very remarkable
Increases in corporate earnings recently.

Scnator La ForLerre. Is it not a fact that a reliable index indi-
cates that a group of 1,307 corporations in 1935 increased their earn-
inf 32 percent above those for 1934? .

Ar. Haas. The increase in the group you mention amounted to 42
percent, Senator La Follette.

Senator La ForLerTe. And that a group of 161 representative
corporations showed an increase of 69 percent?

Mr. Haas. I believe that the increase there was 41 percent.

Senator La ForLerTE. Is it not a fact that these 161 corporations
showed that the profits during the last quarter of 1935 were 117
percent higher than the profits for the last quarter of 1934?

Mr. Haas. That is correct, Senator. I think those are Standard
Statistics figures. )

Senator GerrY. You haven’t got any statistics yet, you are trying
to get them for me? ‘

Mr. Haas. Yes.

Senator GErrY. How many corporations will this affect? How
many stockholders will this affect? I think we have the number of
corporations.

Mr. Haas. Yes.

hSena?tor Gerry. We haven’t got the number of stockholders, is
that it

Mr. Hass, We are working on that. That is a very difficult prob-
lem, because one man may own 10 shares of this, 10 shares of something
else, and so forth, and he might be counted 10 times.
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Senator LA FoLLerre. As I understand, Mr, Haay, the number of
atockholders cannot be furnished, the fact that you cannot furnish
those figures is not & basis for questioning the reliability of your esti-
mates as to the distribution of corporate income if it is paid out of the
corporations and into the hands of individual taxpaycrsg

Mr. Haas. You are absolutely correct, Senator.

Senator LA FoLLErTE. In other words, you have sufficient actuarial
samples so that you are willing to stake the revenue of the Government
on the proposition that those samples and estimates are correct, and
as a general rule the distribution will work out as you estimate?

Mr. Haas. That is correct.

Senator GErry. Of course the Senator from Wisconsin is going to
address himself to one point, which is the total revenue, What I was
irying to get at is the basis of the special exemption.

Mr, Haas. How many people are involved?

Senator GErrY, Yes;and on what it was based. Just a general idea.

Mr. Haas. I think we can get you what you want.

(Table referred to appears at end of Mr. Haas’ statement.)

Senator GERRY. I just want a generalidea.

Scnator Brack. Mr. Haas, as I read your statement here this
morning, what you are simply pointing out is the mechanics. The
stockholders of the small corporation would have an advantage of
resubscribing. The mechanics would have to be utilized by the sub-
scribers of the large corporation. I do not see where this refers at
all to the man of means. What you are referring to here is making
an argument to reply to another argument that the small corpora-
tions would be injured by reason of the fsilure to be able to bring
about a resubscription. You are pointing out that a small corpora-
tion, irrespective of income, which has nothing to do with it, would
not be handicapped or harrassed in any manner because the small
corpl(gation can much more easily bring about a resubscription of the
stoc

Mr. Haas. That is right.

The CHalrMAN. You may proceed.

Senator GEorage. Mr. Haas, before you proceed, in enumerating
the objection here I note that you do not refer to one that has been
suggested. T think, in certain quarters, at least it occurs to me, the
difficulty that may erise out of the small holder of stock in the cor-
poration being insistent, his insistence that there be no reteations,
whether the corporation be large or small, no reserve set up. Have
you given consideration to that objection? I refer particularly to the
shareholder who might be described as a speculative shareholder.
That does not tie into the corporation on the basis of investment so
much, as he is simply speculating in stocks. Tho holder of a rela-
tively small amount of stock of course would constantly agitate, con-
stantly insist on a complete distribution of the carnings regardless of
the condition of the corporation. It is easili:' imaginable, of course,
that he would pay little, if any, tax, even if his entire share was dis-
tributed, whereas if there were withheld in the corporation any par-
ticular amount of money he would pay his proportionate share through
the corporate tax.

In other words, the objection is simply this: There is the tendency
in this bill to transfer management and control in the corporation
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from the majority of the officers and directors to a troublesome
minority, ggrticu]arly speculative purchasers of stock. That seems
to me to bo an objection that might well be considered, and I am
making the suggestion to you now so you may think it over, so that
you may express some view on it by tomorrow morning.

Mr. Haas. I will be very glad to do that. Shall I proceed?

Senator La FOLLE’ITE.r{ would just like to interject a general
observation that the experience in management of corporations does
not scem to indicate that minority stockholders have much to say
about the policy of the corporation.

Senator GEorGE. But they would have under this program much
to say about it.

The CuairMaN. This matter is so important that I think you had
better proceed in the morning. The committes will take & recess
until 10 o’clock tomorrow morning.

Vhercupon, at 12 noon, the committee recessed until tomorrow,
Friday, May 1, 1936, at 10 a. m.)
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FRIDAY, MAY 1, 1838

UNITED STATES SENATE,
CoyMMITIEE ON FINANCE,
Washington, D. C.

The committee met, pursuant to adjournment, at 10 a. m., Senate
Finance Committee room, Senate Office Building, Senator Pat Harri-
son presiding.

Present: Senators Harrison Schairmnn), King, George, Walsh,
Rarkley, Connally, Bailey, Byrd, Lonergan, Blacix, Gerry, Guffey,
Keyes, La Follette, Hastings, and Capper.

The Cuatrman, The committee will be in order. Al right, Mr.
Haas, you may continue from where you left off yesterday.

STATEMENT OF GEORGE C. HAAS, DIRECTOR OF RESEARCH AND
STATISTICS, TREASURY DFPARTMENT-—Resumed

Mr. Haas. On page 4, I think I will start at the beginning of the
paragraph, although I read part of that paragraph yesterday.

I have niready pointed out that under the proposed law small cor-
Eorations—-l might say again, with regard to small corporations, that

small corporations I mean corporations with small incomes. Over
short periods of time a corporation with large assets may have a small
income, but over any substantial period the value of the assets is based
u]pon income, and what I ain concerned with, and what affects my con-
clusions, is the general picture, even though there may e an exception
now and then.

Senator KiNo. Then you do not draw the line at $10,0001

Mur. Haas. T draw it at $10,000. I mean small-income corporations,
but the fact that thero are some corporations with large assets that
may have a small income during some period does not affect any of
my conclusions,

Senator Kina, There are many corporations with capital stock
and assets probably of $1,000,000 or more, but with a heavy liability,
and would have no income at all. I have known of many such cor-
porations. In what category would you place them1

Mv, Haas, The great bulk of them fit within my definition. A cor-
poration that has assets which it carries at a large value on its balance
sheet but which produce no income will have to write them down
eventually and so become a smal] corporation even as defined by value
of assets, mgard](-&; of tho fact that it may own half a county, if, for
example, it 1s in the real-estate or livestock business. In other words,
from an economic point of view the size of a corporation over any

35
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period is determined by its income—that is, its present incom.e and its
anticipated future income. Income is, in the final analysis, the basis
for all valuations of capital, . .

Senator Kivo. I know of many corporations where the capital
stock actually paid in in cash is several million dollars and there has
been no income in the past 3 years,

Mr. Haas. That is right. )

Senator King., What category would you place those in{

Mr. Haas. I say, for the purpose of my conclusion, it does not make
any differenco at all about where they are placed. They both fall
within my definition. A small corporation is one with a small income.

I would say further in regard to your inquiry, Senator, if that
corporation, after a few years, still had no income, the assets would
have to be written down.” The fact that it still had large assets and
?o current income would mean it anticipated large income in the

uture.

X have already pointed out that under the proposed law small cor-
porations would have a substantial advantage over large ones in the
direct reinvestment of earnings. They would similarly enjoy two
advantages in the process of growing through resubscribed earnings.
In the first place, the very compactness of a small corporation permits
this process to be carried on with a directness and informality which
is impossible for the larger corporations. If under the present law
small corporations retain their earnings through the consent and
agreement of their stockholders, under the proposcd plan, stockholders
would be everr bit as likely to use the proceeds of their dividend
checks from the corporation to reinvest in additivnal stock. The
whole operation of declaring the Kear‘s profit as dividends and
resubscribing all or a portion of such dividends to additional shares
of the corporation’s stock, either pro rata or in such proportions as
mig}}‘ﬂ, be mutually agneea‘)le to the shareholders, could be completed
in the course of a short stockholders’ meeting.

The other advantage which small corporations, in general, would
have over large ones would be in the absolute amount of money
which would be available to be resubscribed. It is a good general
rule that the principal stockholders in small, struggling, and newly
established corporations are men of much smaller total incontes than
the principal stockholders in large, prosperous, and well-established
corporations. If, therefore, such principal stockholders subscribe
back to the corporation for additional shares all or part of their
dividend receipts, less the income tax thereupon, the proportion of
the gross dividend receipts subscribed back by them will be much
greater in the case of the average small corporation than in the case
of the average large one. The ﬂgreat importance of the difference
which exists because of the differing individual income-tax rates
upon different income classes can best be seen when it is noted that
while dividends which fall in the bracket between $10,000 and $12,000
of stockholders’ individual incomes will be reduced i)y only 11 per-
cent, or less than the present corporation taxes, by reason of the indi-
vidual incomne tax, the dividends which fall in the income-tax bracket
between $100,000 and $150,000 will be reduced by a 62 percent indi-
vidual income tax. In other words, a greater proportion of the
earnings of small corporations will be available for reinvestment,
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when paid out to their stockholders, than of large corporations. I
submit that this differential will give smaller corporations a chance
to catch up upon their larger rivals which they never have had under
an}' previous tax legislation,

think I have made it clear that small corporations would be
%iven special advantages as compared with large corporations under
the proposed change in our corporation taxes, I now turn to the
second objection that has been raised that the proposed change would
prevent larger, as well as smaller, corporations from obtaining suffi-
cient capital for expansion, because the proposed schedules of taxes
are graduated according to the percentage of corgorate earnings
withheld from stockholders for reinvestment in the business,

The first answer to this contention is that the schedules already
allow, besides the very liberal deductions from taxable income for
depreciations, depletion, bad debts and the like, the withholding by
the corporation of 30 to 40 percent of each year’s current earnin
upon paYment of taxes less than the amounts payable under the
existing law. For medium-sized and larger coi porations, moreover,
free access to the organized capital markets offers abundant oppor-
tunities to all profitable corporations for such additional capital
funds as they may require.

Senator Kine. Are you quite certain about that? You take a
mining company, the investment market is not, as a rule, open to it,
because it is so much of a gamble,

Mr. Haan. Where do they get their money, Senator?

Senator Kina. They get it out of the people who want to invest
in it.

Mr. Haas. Those who have sufficiently speculative temperament to
go into a risky enterprise.

Senator King. Those who want to make the investment.. They do
not borrow it, they have to get it from their own assets.

Mr. Haas. Because the industry is one that involves a high degree
of risk. It is a little more difficult to market their stock, because
you have to select those people who are willing to go into an enter-
priso of that sort. Their capital market is somewhat more limited
than other types of business with less risk. I think that is the only
difference.

Senator King. I know of an organization that proposed to invest
over $100,000 for the sinking of a shaft in a mining company. It
was & gamble. If they got the ore they would be repaid otherwise
they would not be repaid. If they got the ore then they would
have to pay an enormous dividend the first year, because if they ghob
the ore it would be in bulk and it would be very profitable. So the
threat of this bill has prevented the consummation of this plan, I
merely call your attention to that form of investment which has
done so much for the mining resources in the West, as well as the
petroleum interests and the coal interests,

Mr. Haas. I do not see what effect, Senator, this bill has on the
decision which thegecmight make. You have to reach a certain ty
of capital market because you have s certain type of risk, but I will
be glad to come back to that.

nator HastiNgs. Before you leave that, just above, in that same
paragraph you are quite certain of your figure when you say, “The



388 REVENUE ACT, 1936

withhelding by the corporation of 30 to 40 percent of each y-ar's
current earnings upon payment of taxes less than the amounts pay-
able under the cxisting law.”

Mr. Haas. I think it figures out fractionally less, does it not, Mr,
Mcleod?

Mr. McLrop. That is correct.

Senator Hastings. All right.

Mr. Haas. For many decades, growinﬁ and successful corporations
have been ablo to call upon their stockholders and others for addi-
tional capital funds through the offering of rights to the stockholders
to subscribe for additiona% securities. Through the issuance of such
rights, any medium sized or large corporation whose stock is traded
in the securities markets may obtain the reinvestment in its business
of capital equal to all or any desired proportion of the current earn-
inisethnt have been distributed in dividends; and, if nced be, more,

t me illustrate: Lot us assume a corporation that desired to rein-
vest in its business its entire earnings of $5 a share, but that, never-
theless, decided to pay out the whole amount in dividends
in order to avoid all corporate taxation under the proposed
law. Such a corporation could easily obtain the reinvestment in its
business of this §5 per share by offering to its stockholders rights to

urchase additional capital stock well below prevailing market prices.

he rights themselves would constitute a valuable marketable instru-
ment which could be sold in the open market by any shareholder who
was not disposed to reinvest his dividend check. It is equally ap-

arent, of course, that the amount of meney which can be obtainel
in this way is by no means limited to the amount of the earnings of
the corporation, but that any reasonable increase in total capitaliza-
tion can be effected by this means.

Senator Hasrtings. Mr. Haas, may I inquire whether that would
apply to the listed stocks, that argument?

Mr. Hass. You mean listed on any exchange?

Senator Hasminos. Yes.

Mr. Haas. Not exclusively, The fact that they are listed would
facilitate it, because listing tends to give a stock a marketability
which an unlisted stock does not have, although many corporations
:]vith stocks traded over the counter would not have any difficulty in

oing it.

Seﬁator Hastines. Do you happen to know whether it would be
necessary for such a corporation to get authority from the Securities
Commission before it could offer these rights to the stockholderst

Mr. Haas. I do not know what that regulation is under.

Senator Hastines. What T had in mind was: S»ppose a corpora-
tion had been losing money for 3 or 4 years, and then suddenly had
a good year and paid it all out to its stockholders and tried to per-
suade them to reinvest it, I should suppose the Securities Commission
wm&ld have something to say about whether that propoesal should be
made.

Senator Kine. I do not think there is any question about that.

Mr. Haas. I do not think so, Senator, if they made no misrepresen-
tgtion and laid all the facts on the table. I am not positive about
that.

The Crairsraxn. If there is any question about it it can be written
into the law.
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Mr. Haas. That is right,

Senator Barkrry. All the law requires is that the issuing of securi-
ties must he accompanied by a truthful statement as to the reason
for issuing them. The Exchange Commission does not exercise the
right of deciding whether the stock shall be issued or whether the
capitalization should be increased. Of course, the same is true as
to the exchange.

Mr, Haas. Shall I proceed?

The CrammaN, Yes.

Mr. Haas, During the period between 1921 and 1930, inclusive, the
American Telephone & 'lelegrt:]ph Co. paid regular dividends at the
rate of $9 per share, the dividends aggregating about $854,000,000
during the 10 years. But, during this same 10-year period, the
corporation offered rights to purchase additional stock to its stock-
holders in 1921, 1922, 1924, 1926, 1928, and 1930, and in the aggregate
raised about $950,000,000 of capital from its stockholders through the
sale of such additional stock to them, or about $100,000,000 more than
the aggregate dividends paid to them during the period

Senator Hastines. Do you happen to know whether the same com-
pany has made any such offer since 19301

Mr. Haas. I do not believe so. I am not familiar in detail with
their business, but they probably did not have any requirement for
egpansion since that time. 1We went into the very deep depression at
that time.

Senator Hastines, I am wondering whether there is anything sig-
nificant about that.

Mr. Haas. I do not think they would have any difficulty today, if
they needed the money. . .

nator Hastings. I am wondering whether there is anything sig-
nificant in the fact that that was done during the prosperous years
and none of it was done during the depression.

Mr, Haas, Well, Senator, I think it is a very significant fact, It
ie difficult to increaso the investment in a business by plowing earn.
ings back unless there are some. The only time you can do that is
when you are maki:g money. There is no choice.

Senator Hastings. Does not your argument rather prove that your
way of getting the funds back into the company in the form of a
surplus can happen only in prosperous years and it does not apply
to depression yearst

Mr. Haas. In general I would say that is correct, and I would also
say that the only time in which you can plow back earnings in a con-
cern js during periods when earnings are being made, and that is
during prosperous periods. .

Senator Hastings. Do you know whether the A. T. & T. have
continued their regular dividends of §9 per share since 19301

Mr. Haas, I think they have.

Senator HastiNcs. Do you happen to know whether they took it
out of earnings or out of surplus, or a combination of the two?

Mr. Haas. I do not know offhand,

Senator Barkrey. The report released by the A. T. & T, 3 or 4
(llgg’g ago shows the earnings in 1035, I think, were the largest since

The Crnaraan. Suppose in that connection we put in the record
the last report of the A. T. & T. s0 you can answer these questions.
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Mr. Haas. That is fine. I shall do 3. [An extract from the
annual report of the American Telephone and Telegraph Co. for
1935 is appended to Mr, Hass’ statement.]

Senator Hasmines, The last report would not necessarily show it,
because that is the prosperous year of 1935.

Senator Barxrey. I am glad to hear you admit that.

Mr, Haas. The Travelers’ Insurance Co. of Hartford, Conn., by
successive offerings of rights to shareholders to subscribe to new
stock at par in 1908, 1910, 1913, 1916, 1920, 1023, 1925, 1926, 1628,
and 1929, multiplied its outstanding amount of capital stock 20 times,
from $1,000,000 to $20,000,000.

Senator Hastings. Mr. Chairman, it seems to me that is an illus-
tration showing that it is unreasonable to exempt insurance com-
panies like that who have made that amount of money in the opera-
tion of their businesc,

Mr, Hass, It may be objected that the issue of such rights is open
only to extremely large corporations or that the practice of issuing
them is infrequent. Neither of these objections is true. Using fig-
ures compiled by the Commercial and Financial Chronicle, the
Bureau of Business Research of the University of Illinois estimated
that more than 3,000,000,000 of capital was raised by corporations
in 1929 through the offerings of securities to their stockholders.
In discussing such stock offerings Dewing, in his Financial Policy
of Corporations, a standard work on this subject, sadvs: “They
occurred almost as frequently in 1922 and 1923 as they did in 1928
and 1929.”

The April 6, 1936, bulletin of the Standard Statistics Co. lists a
number of corporations, medium-sized as well ss large, that are
now raising additional capital funds by the sale of securities to their
stockholders. These companies include the Union Bag & Paper Co.,
the Foster-Wheeler Corporation, the Kalamazoo Stove Co., the At-
lantic Refining Co., the tandard Tool Co., the Great Northern Rail-
way Co., the Ferro Enamel Corporation, and the Kinner Airplane &
Motor Co. Other corporations that have raised capital through the
sale of additional securities to their stockholders during the past
several months include the Edward G. Budd Manufacturing Co., the
Edison Electric Illuminating Co. of Boston, the Glidden Co., the
Granite City Steel Co., the Ludlum Steel do., Spiegel May Stern
Co., and the Holland Furnace Co.

Senator Barxrzy, Let me ask you, Mr. Haas, what effect does this
process have on the value of securities? For instance, if a corpo-
ration plows its earnings back into plant, there is no increase in the
outstanding stock, it just uses its money and retaing it from the
stockholders; then if 1t pays it out in dividends and issues addi-
tional stock equivalent to the amount that would be plowed in out
of earnings, they increase their outstanding stock to that extent;
what effect would that have, if any, on the value of the stockf

Mr. Haas. It has the same effect as a stock dividendj but from
the Eoint of view of the stockholder, judging the market value of the
stock, other factors must be considered.

Senator BargLEY. Yes.

_ Mr. Haas. When the earnings are left in the corporation, the
stock reflects those earnings, because it means a gross investment
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which belongs to stockholders. If you pass the same earnings out
to the stockholders in dividends, the market tends to value those same
earnings higher than if they were left in. Now, through stock
rights, if the stockholders just turn the earnings back to the corpo-
ration again, n:fr offhand opinion would be that the stock, or that the
earnings, would tend to be valued higher than if the earnings were
left in the corporation,

In addition to that, the earnings per share of the corporation
would increase by the decrease in taxation. 1n other words, for a
large corporation, or on the average for all corporations, present
corporation taxes amount to about 16 percent, so you could conceiv-
ably have a 16-percent increase in earnings per share.

enator Bamwey. In your opinion, would the stockholders value
the stock more highly in the corporation which declared all of its
snrp{us'than they would tho stock of a corporation that had the
surplus

L?r'. Haas. I would say that earnings paid out as dividends would
be valued higher than earnings retained.

Senator BaiLey. How long would it pay out dividends after it
dropped the surplus?

Mr. Haas. In this bill, Mr. Senator, when we use the word “sur-

lus”, we confine it to this meaning: That it means current earnings.
ff a corporation pays out its current earnings and, because of its
fiscal policy, regardless of this bill decides that each f'ear, in order to
grow and expand, it has an outlook for a profitable investment of
capital of 10 percent, say, in a year——

Senator Batrzy. That might be true in the case of a corporation
that had a fair value, but that is not true in the case of a corporation
that does not have a surplus, or has a very small surplus. Is it your
contention it would be good business for it to accumulate a surplus
and fail to pay it out in dividends?

Mr. ¥7as8. 1 would say that whether or not it is & good fiscal policy
of tho corporation to accumulate a surplus would hinge upon this
question : Does it need more capital to reinvest in the businessi

Senator BaiLey. I would not stop at that point. You may not need
more capital to reinvest, but your surplus is an asset to the corpora-
tion; it enhances its credit, it relieves it of the necessity of going
to the bankers, it has its own money to operate. Is it your theory
to cut off the surplust

Mr. Haas. No, Mr. Senator., 'The bill provides for the accumu-
lation of reasonable surpluses. But it is important to point out that
surplus is a part of the stockholders’ equity in a corporation, capital
stock representing the other part. Surplus is on the liability side of
the balance sheet, and you cannot spend that to help you in any
instance.

Senator Barzy. You mean to say you cannot use the surplus in a
corporation ¥
. Mr. Haas. Whether you can use it or not depends on what it is
invested in,

Senator Baey. Wait one minute, Let us talk plainly about it.
You can use it, and do use it, by spending it. The surplus does not
vemain in the corporation doing nothing.
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Mr. Haas. I see what you are driving at, Mr. Senator, I will try
to make myself clear, X surplus accumulated out of earnings just
means that earnings have been reinvested in the business—new capi-
tal has gone into the business. The surplus itself appears on the
liability side of, the balance sheet, It belongs to whoever owns the
assets. Now, if the surplus, which is $100,000, say, is invested in a
steel plant, it is of some aid to the business, it has certzin significanco
to the business, but it cannot be spent. f{owever, if it is put into
Government bonds, if there isa sort of an investment pool, then you
have a liquid fund which you can call on. But just the mero fact
that you have a surplus on you' balauce sheet does not indicato, with-
out looking over to see what tae cordition of your assets is, whether
one corporation is in a better shape o weather the depression or other
emergency than another, For example, take a corporation that each
year, instead of leaving its earnings in surplus, wrote them up into
capi(al and carried a large proportion of its assets in a liquid condi-
tion, and another corporation that let the surplus account incresse,
but said, “We will %uc it into the plant. We will make 25 percent
by putting it into the plant instead of putting it into Government
bonds”, and they put it into plant and they had a big surplus, but the
assets re?rcsemm that surplus were in & condition in which they
were nonliquid and of no help to them in an emergency,

Senator Baiey. You say “nonliquid” if it was an investment in
machincri, for instance. To go back to my question, would that
enhance the value of the stock in the hands of a stockholder or not?

Mr, Haas. To an expert analyst, not necessarily. To the general
public there seems to be some magic in the term “surplus.” To an
expert analyst I would say “no.” He does as I attempted to do, he
looks over to see what happened to this surplus.

Senator BArRkLrY. As a matter of fact, surplus does not always
mean cash in bank?

Mr. Haas. No. :

Senator BareLey. And as a matter of fact most people who invest
money in stocks do it for the purpose of getting & return in cash.

Mr, Haas. That is right.

Senator Barkrex. If a corporation plowed its earnings back into
the business always and the stockholders got no dividend, they might,
after a while, lose interest in the stock unless the stock was very closel
held within a few hands, like some companies that we know of whic
never pay out any dividends, because for different reasons they either

low it back into the business or set it aside as a surplus anyway, but
if a corporation over a long period of years plowed all of its earnin%s
back into business and paid out no dividends it might have a little
difficulty selling that stock to the public—is that not right?{

Mr. Haas. That is right.

Senator Barkrey. While the existence of a surplus is ho doubt a
valuable asset, superficially speaking, it does not appeal to the average
stockholder who invests money in order to get o return only—isn’t
that right{

Mvr, Haas. That is right.

Senator Barkiey. The two things might offset each other in deter-
mining the public price of a stock which was sold on the exchnnges.
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Senator Kino. May I interrupt right there? TIs it not a fact, Mr.
Haas, that many persons prefer to join in a policy not to distribute
the earnings but to plow them back 1nto the business in order to have
it expand, and they regard the increase in value of the stock as more
important than the dividend?

Mr, Haas. The stockholders in the high-income brackets are very
much_interested in this now because for every dollar directly rein-
vested by the corporation they save as much as 75 cents in taxes.

Senator Barkrry., Is not that true largely among corporations
whero the stock is owned by a very few people and where they are
indifferent to dividends, where they have got plenty of money on the
outside and they do not have to depend on the dividends of that
particular stock for a living?

Mvr. Hass. That is right.

Senator Barkerey, That does not apply to the great mass of stock-
holders, however,

Mr. Haas. That is right.

The Cuarryan. Mr, Haas, in that connection, supposing you have
a closely owned corporation that has piled up enormous surpluszes, like
the Aluminum Corporation, or like others that I might call, a stock-
holder is not particularly anxious to get the dividend because it would
go into the higlier prices—in that casoe is 42.5 percent as a maximum
rate high encugh to penalize those People or to force distribution of
dividends? For instance, they might have to i)ay 75 percent if they
owned a great bulk of the stock, and they would pay 42.5 percent by
leaving it in there as a surplus. Would not they, as a choice between
the tivo propositions, leave it in the corporation and pay 42.5 percent.
rather than distribute?

Me. Haas. That question, Mr. Senator, was discussed in the Ways
and Mesns Committee somewhat along those lines. There is a pro-
vision in the bill in regard to that. Mr. Kent could probably discuss
that provision,

Mr. Kent. Section 102, but this section as drawn does not apply
to corporations like the Aluminum Company.

Mr. Haas. Mr. Kent, would you mind discussing that

Senator Bamey. As I get your view now, the stockholder’s sense of’
value of his stock, upon the accumulation of the surplus by a cor-
poration, is based upon magic and not upon reality? It is not.
reality; it is magic?

Mr. Haas. The surplus is just a part of the stockholder’s equity
expressed in another account.

Senator BaiLry, The stockholder’s equity is not magic?

Mr, Hass. No.

Senator Bawxy. The equity is a reality, isit not?

Mr, Haas. Yes,

Senator George. Mr, Haas, let me ask you one question. You give
no significance at all to the surplus shown in the bank statement §

Senator BarLey. That is the magic.

Mr. Haas. Suppose you are a stockholder and you look at the
accounts, what is your equity in the concern? You lock at the capital
account and the surplus account, the iwo of them together; suppose
the bank just increased their capitalization the day before yesterdayt
That is the point I am trying to make.

08545—36——4
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Senator Baney. How do you increass capitalization?

Mr, Haas. By declaring stock dividends to the stockholders,

Selnat;)r Bawer. By issuing stockholders® certificates equal to the
surplus

Mr. Hass, Yes.

Senator BaiLey. But that would be magic. '

Mr. Haas. No; I should say the situation stayed just the same.
Some people, Iaymen, might think, “Well, it would be better to have
a surplus in there.”

Senator ConNarry. Mr. Haas, let mo ask {ou a question. You dif-
ferentiated a while ago between the value of the stock on the market,
between those that paid a cash dividend out of current revenues and
those that accumulated it. Now, is not this the reason for that
People buying stock, if they get a little cash dividend out of the cur-
Tent revenues, if the‘v1 get that right now, that, to their mind, is
worth a little more than an expectancy of a dividend which is not
distributed, which may be dissipated, may be lost, they might make
a bad investment and lose & lot of it, if he %ets it right now it gives
him an enhanced value of the certificate; is that not truet

Mr. Haas. That is right.

Senator ConNaLLY. Is not that the differentiation?

Mr. Haas, That is the main differentiation.

Senator Hastings. Mr. Haas, I would like to know whether er not
you made any estimate along the line of an illustration that I want
to make, Take a $2,000,000 corporation over a period of 10 years,
and suypose it earned 10 Yleroent of $200,000 for 5 years, but paid
none of it out to its stockholders, it would then have accumulated
£1,000,000, and it paid to the Government cach year $32,000 in taxes;
now, suppose at the end of 5 years it increases its plant, whatever its
business 1s, by using all of the million-dollar surplus, it will then
have $3,000,000 capital investment ; isn’t that true?

Mr. Haas. What did they do with the surplus over the 5 years that
they earned it{

S‘;nator Hastings. They just kept it.

Mr. Haas, Just kept it in cash?

Senator Hastings. Yes.

Mr. Hass. You mean in liquid securities that they could sell to
buy the plant?t

Senator Hastinas. Yes. My figures may not be exactly correct.
Suppose at the end of 8 years it spent the million dollars by purchas-
ing new materisl, giving labor to a lot oofogcople, or what not; it in-
creased tho value of its plant bgeess,ooo, , and it continues to earn
10 percent, so its earnings have been increased, then, from $200,000 to
$300,000; its taxes under the present rate will then increase from
$32,000 to $48,000, an increase of $16,000.

Mr. Hass. Yes, .

Senator HastiNgs. I was wondering whetler, over a period of 10
years, the first 5 during which time they were accumulating this
dividend and the next 5 when they were making dividends at the
same rate, I was wondering, from the overnment's point of view,
which would give the Government the most money, under the new
plan or under the old plan.
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I am not expecting you to answer that right off, because that is &
more or less complicated question. T think it would be very helpful
if you could take some such illustration as that and sce just where
wo would land. Of course, I assume you would have to take into
account the question whether the owners of that corporation were in
the higher bracket or the lower bracket, which would, I suppose, make
a difficult problem.

Mr, Haas. Yes. I could put an illustration in the record along the
lines that you have suggested. You have to make some assumptions
with regard to stockholders. [Illustration referred to is attached
10 end of statement.]

Senator Hastinas, I suppose that is true.

Mr. Hass. You would have to make some assumption as to the
period in which this took place. Shall we say 10 years previous to
this date?

Senator Hasminos. I am assuming a period of 10 years when the
profits were just the same, 10 percent on the investment during the
whole 10 years, the first 5 years 10 percent on 2 million and the next
5 years 10y percent on the increase, which would be a million, less the
taxes that had been paid.

The Cuarman. And following that question will you put in the
record several examplest

Mr. Haas. All right.

The Cuamsran, Are there any other questionst?

Senator Barkvey. In that connection, while you are off your manu-
scriPt, somebody has scattered a good deal of misinformation; a good
deal of misinformation has been broadcast about this bill. I am get-
ting a lot of letters complaining because it taxes existing surpluses
that have been created over the past. Of course, it does not, and I do
not know who started that story; but I would like it to be put into the
record, and for the press to carry, that this bill does not touch at all
existing surpluses that have been created in the past.

Mr. Hass. That is right. The bilt concerns itself only with cur-
rent earninigs.

Senator 1.4 Forrerte. On the other hand, Senator, some people are
criticizing the bill because they contend it is going to give a com-
petitive advantage to corporations that have accumulated surpluses.

Senator Barxrey. Well, that may be.

Senator Groror. Mr. Haas, may I say for myself it would be far
more helpful if you concede, as I think you must concede, in the light
of all the business e.xg)erienoe, that reasonable surpluses and a reason-
able accumulation of surpluses was necessary, end this bill does not
make impossible the accumulation of reasonable surpluses to take
care of the ordinary affairs of the corporate organization.

Mr, Haas. I agree with you perfectly, but what I was trying to
explain are the different concepts of this term “surplus.” *

- Benator Georae. Oh, yes.

Mr. Haas. Now, Senator, I agres with you perfectly, because I
know you are talking about the accumulation of assets—or call it
surplus, if you will—which are in such shape that you can utilize
them if a contingency arises; but those assets may be expressed just
as well in the capital account as in a separate account, I mean the cap-
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ital-stock account. Surplus is a capital account. It is just a
technical matter which I was trying to explain.

Senator Grorge. It might be expressed in different ways, but, as a
matier of practical business experience, it is a far different thing to
actually have a surplus and rely uRon your ability to induce stock-
holders to buy back, to exercise their rights, from going into the
market and selling your own securities.

Mr. Haas, It shows, Mr. Senator, if the account is kept intact,
that over a period this company has grown out of earnings, and that
has something to do with its credit.

Senator Georee. Undoubtedly it has something to do with the
credit. You do not need to argue that fact, I know the surplus is
not necessary. If this bill does not make the accumulation of a
reasonable surplus possible without an undue burden, we think it
would be far better to forego it, but I hol)e that this program may
eliminate in a large measure the accumulation of an unreasonable
amount of surplus. It just seems to me you ought to start with the
premise and make a case on the theory that this does permit a
reasonable surplus.

Senator La FoLLerre. As a matter of fact, as I understand it, if a
corporation accumulates 30 percent, on which some testimony was
given in executive session to the effect that that was a normal, aver-
age amount of accumulation over a 10-year period, they will pay less
tax on that than they now pa! under the existing law.

The Cuamtawn, That is for corporations over $10,000, end for
corporations under $10,000 it was 40 percent.

Mr. Haas. That is right,

The CualgMAN., Anyway, that is a criticism that was first hurled
et the suggestion by the so-called businsss people, that there ought
to be a cushion, and the House has answered that by presenting a
cushion. What they want is reasonable cushion,

Mr, Haas, That is right.

Senator King. Do you have that in this bill?

Mr. Haas. Yes. The reason I discuss as much as I do the relation
between capital and surplus is this—tliat many corporations realize
that many people look at the surplus account without examining it
further. I say it has little significance unless you examine the
assets. They often start a new corporation out with a surplus; it is
born with a surplus.

Senator Kixa. Is not that to take care of some contingency that
may arise?

Mr. Haas, Some State laws make it almost imperative to do that.

Senator Kina. You know some businesses encounter lean years
more frequently than others. You cannot standardize business.

Mr. Haas. That is right.

Senator'Kixa. I have in mind a mining corporation in my State.
Tt was wisely managed. It anticipated lean years. The ore deposit
in one section gave out and they had to explore. If they did not
have a reserve they could not have gone to work, and they would
have had to throw their men out of enéplo ent. In this particular
mine they had reserves of several hundred thousand dollars.” When
the depression came, instead of discharging their men they kept them:
at work. They made no money. They exhausted all of their re-
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serves; and then, because their credit had been Eood, they borrowed
$500,060 more; and they saved the city, saved the town, saved hun.
dreds of families. Other corporations that did not have those re-
serves had to close down. You would not want to adopt a policy
that would preclude the cushion or the establishment of a reserve to
meet contingencies of that kind, would yout

Mr. Haass, Noj; the point I was making is that under this bill a
corporation would have every facility to reinvest in their business
and create a surplus account if it wants to do that. My other dis-
cussion as to the relationship between capital and surplus accounts
is to show there is no diflerence between them.

Senator Kixa. Is it not a wrong assumption that reserves are kept
by many corporations only for the purpose of evading taxes? Is it
not a fact that they keep those reserves in order to meet contingencies
and to take care of labor and to avoid an economic collapse in their
respective communities? I know that is true with respect to mining
companies and others that have many reverses.

Mr. Haas. I am coming to that,

Senator BarkLEY. Let us take the case of a corporation that makes
net earnings of $100,000 a year, and it decides to distribute half of
it; and that decision is wholly within the province of that corpora-
tion; now, if it keeps half of it in its treasury, then it pays the tax
under this bill in whatever bracket it falls; that tax is paid; and
then the corporation could take the balance of $50,000 that it kept
after paying the tax and put it all in surplus; isn’t that true?

Mr.Haas. That is right. It could do it that way, and it could go
out in the market and new funds and put them in also.

Senator Barxrey. Oh, yes,

Senator HasTiNGs. W!l?you not follow that little further and find
out just what would be left{

Senator BarxLey. It would be necessary to make a calculation on
the bracket in which that $50,000 would come, which, I think, is set
out in the table in the bill itself.

Senator CoNNarvy, Mr, Haas, let me ask you a question. In
answering Senator (eorge You said you agreed with him; and I do,
too, that it is desirable that corporations accumulate reasonable
surpluses.

Mr, Haas. Reserves, I think Senator George means,

Senator CoNNaLLY. Reservest

Mr. Haas. Yes.

Senator CoNnNaLLy. In other words, a fund over and above the
capital account, the ordinary capitalization, for any need that might
arise.

Mr. Haas. Yes. )

Senator CoxnaLLy. On the other hand, is it not economically un-
sound and undesirable, from a social point of view, to have them
retain all their surplus, to have the co porationdjust pile it up and
not distribute its dividends and bringing more and more assets within
the control of a single entity; is not that harmful to the general wel-
fare, and is not that economically unsound from a broad, liberal
standpoint {

. Mr. Haas, I think it is; and T will make a statement to that effect
ater on.
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Senator Connarvy. How is thatf

Mx(-i. Haas. I agree with you, Senator, that it i3 economically un-
sound,

The Caamrman. All right, proceed then, Mr. Haas.

Mr. Haass, In addition to the funds which may thus be raised
by all profitable ccrporations, large and small, through the offering
of new stock to their stockholders, large corporations, in particular,
will continue to possess, as they always have, access to the organized
capital markets for the direct flotation of securities to persons other
than their existing security holders, and so will be eble to raise such
additional funds as they may need through the offering of stocks
and bends for public su%scription.

Nevertheless, there are some who argue as if capital funds ob-
tained by direct reinvestment of earnings, and therefore credited to
an sccount called surplus, have a special msgic about, them that
makes them more valuable to a corporation than capital funds ob-
tained through other means. Thus it is contended that corporations
with large accumulated surpluses will be in a stronger competitive
position than corporations with smaller or no surpluses. This con-
tention does not stand examination. As the members of this com-
mitteo are well aware, the item of surplus occurs on the liability side
of a corporation’s balance sheet and does not necessarily represent
cash or marketable securities or inventories or any other ty})e of
liquid asset. Xn many cases a corporation is born with a surplus as
a result of the expedient of undervaluing its capital stock on its books
and calling the rest of its paid-in capital “surplus.” In other words
the surplus is the result of giving a large and sometimes fictitious
value to such intangible assets as %oodwi 1 or patent rights,

Senator BarkLey. It says “in other cases” You do not mean “in
other words”{ ‘

Mr. Haas, “In other cases”; yes. In other cases the surplus is the
result of giving a large and sometimes fictitions value to such in-
tangible assets ‘as goudwill or patent rights. In no case, in my
opinion, can it be stated that a corporation with an accumulated
book surplus is in a better competitive position than another corpo-
ration with equal assets and similar liabilities and equally good
management that has no book surplus. I am using “surplus” here
not in the sense of meaning & reserve, It is a liability on the other
side of the balance sheet.

It would thus appear that no corporation, large or small, offering
the opportunity of a reasonable profit to capital is more likely to be
checked in its legitimate Jesire for expansion under the proposed
than under the present system of corporation taxation.

These considerations apply no less to corporations engaged in
fluctuating industries than they do to corporations engaged in stable
industries. A corporation in an unstable industry will bave the
same opportunity that it enjoys now of accumulating capital funds
during periods of prosperity, through the sale of securities to its
stockholders and others, and of using these funds in such ways as it
soes fit as a buffer against periods of depression, and it will also
have the opportunity to add from 30 to 40 percent of each year's
earnings directly to its surplus account, without paying as much in
taxes as it does now,
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Senator Baimrey. That is your theory right there, is it not, that
the corporation will undertake to expand through the sale of secur-
ities to the stockholders rather than buying new property 1

Mr. Haas. I would eay it can do that if it wishes, It can plow
back earnings in small corporations to the exvent of 40 percent of
its annual earnings and pay a little less tax than it pays now.

Senator Baiey. You do not say here that it can do it; you say it
would have the same opportunity that it enjoys now. The difficulty
is finding a purchaser for the stock.

Mr. Haas. That is right, if the stockholders themselves prefer cash.

Senator BaiLey. The other is getting profits out of your annual
incoms,?your operations. Now. which is casier when you come to
expan

{r. Haas. I do no. think there is any question, if you hold back
all your earnings it is just a matter of a bookkeeping entry. Even
if you issue rights for a large corporation that has access to the
capital markets, there is a little more work involved.

nator Barrey. The problem is one of expanding the operations
of & corporation.” You suggmt the way to do that is to go out un
the market and sell stock #f whatever price you can get for the stock,
you suggest that that is a fea: e plant

Mr. Haas. That is a feasible plan.

Senator BaiLey. Whereas, under the present system, the general
practice is, efter you get your corporation going, to plow back &
certain proportion of your profit. You explained it in that way.
That ig not any better way than the way of going out in the market
and selling capital stock?

Mr. Haas. That is not the way in which I put it.

Senator BarLey. Well, read that paragraph then and see if it is not.

Senator BarrrLey., What you say is they have the same opportunity
to do either uncier this bill that they have now.

Mr. Haas. That is right.

Senator Barxrey. The only difference being that the amount
plowed back might be affected by the amount of tax they pay,
gc gndlng on the amount they refuse to distribute to their stock-

olders,

Mr. Haas. It does not prohibit them from increasing in size.
These avenues are open to them.

Senator BarLey. That depends altogether on whether you could
sell the stock or not. It is rather diflicult now to sell the stock.

Mr. Haas, Well, without discussing that, I would like to give
several illustrations of companies which are actually now, at this
moment, issuing stock rights.

Scnator BaiLey. Well, stock rights are an entirely different thing
from the sel]i’:ig of stock.

Mr. Haas, To the extent that there may be some coercion in them.

Senator Baney. This is a matter of selling stock. Take your
present situation. As a matter of fact, very little stock by way of
addition to the present stock of tho corporation is being sold at
the present time. Is there any activity in the sale of stock for new
corporationst

Mr. Haas. Is not this what iou are saying as to that activity,
Mr. Senator, that you give back the earnings to the stockholders
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that own the corporation? I mean they are the ones who are the
owners, and you ask them, “Will you put it back in the companyi”
They say, “No.” Then is not that the answer? They own the com-

any. on the other hand the management of the company said,
“We are going to hold it whether you like it or not”, that is a differ-
cnt proposition.

Senator BaiLey. If that is the answer, then your whole theory
falls down, because your theory is the corporation owns the earn-
ings and it is not declaring them to the stockholders in dividends,
but if the stockholders own and control the corporation, then to
be sure they would get that interest. I do not think you can predi-
cate your conclusion upon that premise. .You have got to either
ar%ue one way or the other.

bir. Haas. I believe that both arguments are relevant to this
subject,

nator BamLey. You use one premise and you reach a conclusion
i!n orﬁe case that you can do that and in another case that you cannot
do that,

Mr. Haas. I am not attempting to argue. I am trying to present
some cconomie facts and state my opinion on them in order to make
them clear to the committee.

Senator Bariey. I am not arguing with(fvcu, bnt you make some
very flat statements here for this record, and I wanted to test you on
the'validity and soundness of your statements. I am not engaging in
any argument, It just occurred to me that that statement is not cor-
rect. You make the statement [reading]:

A corporation in an unstable industry will bave the same opportunity that ft
enjoys now of accumulating capital funds during periods of prosperity, through
the sale of securitles to its stockholders and other#, and of using these funds in
such ways as it sees fit &3 a buffer against perlods of depression.

You predicate the whole principle on the capacity of the corpora-
tion to sell stock rather than the capacity to save a certain amonnt

from its earnings as a buffer. Now, I am telling you that the corpora-.

tions in this country have not been in a position to sell any rew stock
since 1930.

Mr. Haas. True. Most of them during the depression could not
sell stock, and many of them could not plow back earnings, either.

Senator Barrey. What would have happened to them if they had
not had big surpluses to distribute? I understand the Department of
Commerce stated that they distributed $27,000,000,000 since 1930 over
and above their earnings. What would happen it they did not have
those surpluses?

Mr. Haas. Senator, I challenge that statement. I do not challenge
the Department of Commerce figures, but I challenge the use which
has been made of the figures. T am coming to that a little later on in
my statement. They are not prevented from doing the same thin
becauso of the change we are proposing in the law, I say they sti
have the o%)ortunity to build up adequate reserves.

Senator BargrLey. You are not advocating in the sentence that has
been read here that corporations pay out all their dividends and then
obtain additional funds by the sale of rights of stock; all you say is
they can do that if they want to.

Mr, Haas. That is right, Thank you, Mr. Senator. I do not také
any position as to the fiscal policy of corporations, as to how much
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they should distribute, or anything like that. All I am saying is that
this bill, if it is put into law, gives them a certain choice.

Senator BaiLey. Is it not your suggestion that insofar as its ca-
pacity to accumulate surpluses ma impaired by this legislation,
that it get new investmeats by selling new stock; is not that your
argument

{r. Haas. My argument is that a small corporation under the
bill, if it wants to plow back earnings, can glow back 40 percent
and pay somewhat less than it pays now; and a large corporation,
if it wants to uso that method to increase its investment in the busi-
ness, can plow back 30 percent. It also has the other channels open
to secure new capital for its business. The fact that a company is
growing rapidly and increasing its surplus does not always give it
this reserve that you are talking about. During the depression we
found many companies that had grown like mushrooms, but had no
real reserves although they had large surpluses. Their assets were
not in a liquid form.

Senator Barey. Of course, that is very elementary. Surpluses are
not always cash,

Mr. Haas, That is right.

Senator BaiLey. I am not disputing that. Some of them are cash
and someo of them are other sources of credit.

Mr. Haas. That is right.

Senator Baiey, And credit is cash.

Senator Hasrings, That statement you just made about them be-
ing able'to obtain 30 percent, and so orth, as a surplus, I find that
to be correct, but this 1s true, is it not, that in order for a corporation
that has earnings of a million dollars and wants to retain 30 percent
of it, or $300,000 of it, has to pay 50 percent of the amount it re-
tained, or $150,000% So that while your statement on that 30 percent
is correct, the truth is that thef' pay 50 percent of what they retain
in_the case of earnings of a million dollars?

Mr. Haas. That is true, but that is the same situation now. If
{911 want to change your taxation base you get a different percent.

ou have the same proposition now under the existing income-tax
law. I shall insert a table in the record showing the tax under the
present law as a percent of incomse transferred to surplus. [Table
referred to appears at the end of Mr. Haas’ statement.]

Senator Hastines. I am only making the statement for the pur-
pose of clnrifiing the record.

Mr. Haas. Yes.

Senator Hasrines. The general statement that you can retain 30
percent and only pay 15-percent tax is correct.

Mr. Haas. Yes.

Senator Hasrines. I want the record to show that you actually
pay 50 percent on the amount that you retain,

genator La Forrerre. On the other hand, it can be stated in an-
other way, that you reduce the amount of dividend by the tax, not
the amount of surplus that is retained.

Senator ConNarLy. In other words, you keep $300,000, then you
pay $150,000, and the other $550,000 would go into dividends. You
simply reduce the amount distributed in dividends by the amount
of tax. You would still have the $300,000 in the surplus.

Mr, Haas. That is right.
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Senator CoNNaLLY. You would still retain the $300,000 surplus
you would pay the tax out of the remainder, and the balance would
go to the dividends; is that correct?

Mr. Haas, That is correct, and even under the (Present law you
could take the 16 percent on the amount you would retain and you
would get a higher figure too.

Senator Hastines. That stockholder is entitled to get that in
order for the company to maintain what had been described as a
normal surplus. Of whatever is retained the Government is taking
half of it. I say the stockholders are entitled to get it.

Mr. Haas. I do not think that is true.

Senator Lo Forrerre. I do not think that is a statement of fact.
be’fl‘he Cuairmax. The Government is taking no more than it took

ore.

Mr. Haas. That is right.

The Cuairman, All right, Mr., Haas, you may proceed.

Mr., Haas. It is argued by some that stockholders may be reluctant
or even unwilling to reinvest in any given enterpriso any large frac-
tion of the earnings distributed to them in dividends. But this argu-
ment assumes that corporate managements may justl{ reinvest earn-
ings in a particular enterprise against the desire of the stockholders.
In the last analysis, however, the earnings of a corporation belong
to its stockholders; and stockholders are entitled to exercise a choice,
which, under the ypresent corporate practices they do not always
pussess, with respect to the disposition of these earnings, Insofar
as one effect of the proposed change will be to encourage corporate
managements to obtain the consent of their stockholders for capital
expansion, and to give to stockholders, the real owners of the cor-
poration, a greater control over the disposition of their earnings, this
effect is altogether desirable.

Senator Barney. Let me stop you there. You say [reading]:

It Is argued by some that stockholders may be reluctant or even unwilling
o relnvest In any given enterprise any large fraction of the earnings distributed
to them In dividends.

The theory of this bill is that we squeeze dividends out into the
hands of the stockholders in order that they may fall into the higher
brackets of the income tax.

Mr. Haas. That is not the theory, Mr, Senator. The theory of
this bill is that there is certain income which comes via or through
the corporate form of doing business which is not now subjected to
the same rate of taxation as income that flows from individual busi-
nesses or partnerships, and we now set up rates so that if corpora-
tions retain their incomes we get the same revenue as if they dis-
tributed them. We are not telling them what to do with their
incomes,

Senator BaiLey. But you are telling me now that you do not con-
template raising the tax on incumes to holders of shares of stock,
having them report those incomes in their returns and tax them in
higher brackets% That is not at all in contemplation?

r. Haas. No; I would say—— K .

Senator BaLey (interruptmgz. You do not intend to do an{thmg
on that. Now, if you do not do anything in regard to that, how
would you raise $610,200,0001
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Mr. Haas. No; I do not think you understand me, Senator.

Senator Barey. Of course that is the purpose. We have had
Ehar}t{stexhxbited to us showing exactly how that works under each

racket.

Mr. Hasas, Yes; I had something to do with the construction of
those charts.

Senator Bariey. They will not have any large proportion of their
earnings to invest; they will pay them to the Government in taxes.

Senator ConnaLLy. Mr. Hl;as in connection with that let me ask
Yyou a question. Is it not true that under the present tax law there
13 a premium or inducement for corporations to hold the surpluses
and thereby pay a lesser rate of tax ultimately then they would if it
was distributed, and is not the theory of this bill to say to the corpo-
ration, “Now, we do not care whether you keep it in surplus or not,
that is up to you, but if you keep it in"surplus, or if you pay it out,
the Government will tax it at the same relative rate”?

Mr. Haas. That is right.

Senator ConnaLLy. Leaving it entirely optionat with the corpora-
tion, because, after all, it belongs to the stockholders; they could put
it in the right-hand pocket or the left-hand Eocket, but we will not
permit them to do the Houdini act and switch it from one pocket to
the uther and therefore getting a reduced rate of taxation and the
Government losing that amount of money. The present tax structure
gives a preference to the corporation over the individual engaged in
the same business.

Mr, Haas. That is right.

Senator ConNaLLY. Because the individual may pay a 50-percent
surtax and the corporation in the same line of business will pay 18

ercent.
P Mr, Hasas. Yes. Also the man with a small income is penalized
if he enters a corporate business, because he pays a 16-percent tax,
whereas under the individval income tax he may pay no tax, or some
tax less than 16 percent. .

Senator Bainey. Have you seen the chart showing what portion
would go to smnll incomes and what portion would go to larger
incomes{

Mr. Haas. My staff developed those charts,

Senator BaiLeyr. You are perfectly familiar with the chartst

Mr. Haas. Yes.

Senator Barkrey. It isnot the concern of this bill to squeeze mone
out of the corporation treasury into the hands of stockholders, but it
is the purrose of this bill that, whether it is squeezed or not, it shall
pay a tax

Kir. Haas. That is right.

Senator Barkrey. And if somebody who has not been getting a
high rate of dividend gets a larger dividend becauss of the preference
of the corporation to pay it out rather than pay a tax on it, to in-
creaso that dividend lifts that man up into the higher tax bracket and
he ;v:l}} [()ay more tax. Nobody disputes that, nobody is trying to con-
cesl that, ,

Senator L:a Forrerrr, As I understand it, the pree:am!ion of these
charts was based on 100 percent distribution of dividends, and it
snnpg' throws one aspect on the situation, namely, where the increass
would fall in case 100 percent distribution took place. That data
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has been prepared for the consideration of this committee and it is
not to be used as a predicate for the statement that the objective of
the bill is to force 100 percent distribution.

Mr, Haas. That is right, Mr. Senator.

The CrarsaN, All right, Mr, Haas, you may proceed.

Senator Barcey. That is one point. When 1t gets into a certain
bracket, I will not undertake to say which one, 50 peccent of that
would go for taxes, 50 percent of the income to the stockholders.

Senator Coxnarry. Of that which is retained.

Senator Bawkey, Fifty percent will be paid in taxes under certain
brackets.

Mr. Haas. If you repeat any percentage you might wish, I will
have one of the people with me give you the corresponding one.

Senator BaiLky. Now, that being true, 50 percent of it certainly
would not be available to reinvest, because it goes to the Government.

Mr. Haas. You are stating that if the dividends go out and are
paid to people and the Government takes out a larger proportion
of that, to the extent that the Government takes it out or gets more
revenue, to that extent there will be less money for those individuals
to reinvest in the business.

Senator Bamxy. It would not be a question of the stockiiolders be-
ing reluctant, it would be a question of the stockholders not having
:he power to reinvest the money because the money has gone into
axes,

Mr. Haas. Only in the case of stockholders in the upper brackets.
Stockholders with small incomes would have mote to invest.

Senator Brack. Mr. Haag, that is also true if an individual made
a profit and he came in the 50-percent bracket.

Mr. Haas, That is true.

Senator Brack. In reality, as I understand what you said, you
understood it to be the main purpose of this bill to require the group
that owned a large proportion of stock in corporations, where they
made a profit in‘a certain year, to pay a tax the same as though they
were not favored by owning that large block of stock in the corpora-
tion.

Mr, Haas, That is right.

Senator Brack. If I understand it, it is your theory that if a man
happens to be fortunate enough to make huge profits in a corpora-
tion, he should have taxes imposed upon him the same as any other
individual who might not be fortunate enough to own that large

-block of stock?

Mr, Haas. Yes; and the ones with a small income, by the same
token, would have more money to invest in the particular business as
the result. .

Scnator Brack. Because by the control being exercised by a small
group, as we know it is exercised in every large corporation in Amer-
ica, and sometinics only thres men might pass on 100,000 stock-
holders’ rights, under that system that has been operating, that grou
that controls the large number of stockholders can withhold the stoc
und pay a 15-percent tax oven on the profit of the very small in-
vestor, while the larger investor might escape tho 50-percent tax
which other unfortunate citizens would pay who did not happen to
be interested in that corporation by owning a large block of stock?{
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Mr, Haas. That is right.

Senator ConnNarry, et me ask you this in regard to your talk
about the big stockholders wanting to hold it in the corporation and
the little fellows clamoring for dividends under the present systein,
is it not true under this bill that the corporation would have the
greatest liberty, and the stockholders likewise, because when the
matter of arriving at how much they would retain as a surplus came
up no consideration would actuate them except the absolute business
necessity of the corporation, because there would be no reason to
hold it, the tax would be the same, and therefore the only reason they
would enter into the decision as to how much they would retain as a
surplus would be the absolutely economic needs of that corporationt

Mr, Haas, That is right.

Senator CoxNavLLy. They will keep just as much as they need.
They will distribute all that they do not need. Isn’t that the real
test as to the accumulation of any surplus?

Mr. Haas. That is right.

Senator KinNo. I assume, Mr, Hads, that the purpose of this bill
is to increase taxes which are to come from corporations or from
stockholders of corporations,

Mr. Haas. The purpose of the bill, to be absolutely correct, is to
increase revenue, and the revenue is coming either from corporations
or from stockholders of corporations. The present law permits &
tax avoidance, if it is assumed that all income should be taxed equally
from whatever source derived.

Senator Kina. I am not arguing that, I say this bill is for the
purpose of increasing the revenue of the Government, and it is sup-
posed to get that money from corporations and from stockholders of
corporations.

Mr. Haas. That is right.

Senator Kina. So it will impose an additional burden, whether
rightfully or wrongfully I am not concerned with at the imoment,
upon corporations and stockholders,

Mr, Haas. Not necessarily; the corporation may pay no tax at all.
It means that some of the stockholders of the corporation will be
taxed movre and some will be taxed less. )

Senator King. At any rate, the aggregate taxes collected will be
apg:roximatel $600,000,000.

{r. Haas. Yes; more than they were before.

Senator Kixe. And g’ou will take that amount from stockholders,
or_corporaticns, or both, . .

Mr. Haas, That is correct; that is the aggregl;ate addition, and it
comes about in this way—that some people will be taxed more and
some people will be taxed less, but the burden will be more equitably
distributed than before.

The Craryman, All right; proceed, Mr, Haas.

Mr. Haas. I turn now to o third oi)jection that has received con-
siderable publicity. .

Senator Warss. Mr. Chairman, I note the third obf'e«ctloq merely
deals with the claim made that this bill, if enacted into law, will drive
individuals with large incomes into i)uying tax-exempt securities.
That is not a major feature of this bill, and I suggest it be put into
the record and the witness turn to part IV to save time,
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The Crrarman. I think that is a good suggestion. If there arve
any questions to he asked about that, we can call on him to answer
those questions.

Senator Warsi. I suggist having that printed in the record and
have the witness go to Part IV, which is more important,

Senator Lonercan. If the witness is in a position to speak for the
Treasury Department, I would like to ask him a question on that

subject.

l\{r. Haas, What is the questiont

Senator LoNeraaN. What is the attitude of the Treasury Depart-
ment on the discontinuance of the tax-exempt securities?

Mr. Haas. The Secrctary prepared a statement on that, and he
hes made recommendations against the continuance of it. I would
be glad to put his statement in the record with regard to that.

nator LoNkroaN. I would like to know, because I prepared and
filed with the Senate on January 18, 1934, a report on this question
of tax-exempt securities, nnd nothing has been done sbout it. My
anderstanding has been that the Treasury Department desired that
no action be taken on that on account of the issues that we authorized
from time to time.

Mr. Haas, I should be glad to put the Secretary’s statement in
the record.

[The statement referred to appears at the end of Mr., Haas’ tes-
timony.]

Senator LonereaN, I wish you would.

Senator King. Senator, do you refer to securities issued by State
and othex political subdivisions or only the Federal securitiest

Senator Loneraan. The Federal securities.

(Part IJT of Mr. Haas’ statement, referred to above, follows:)

I turn now to a third object  ;n that has recelved considerable publicity. It
is contended by some that If the proposed Lill should result in a much larger
cCistribution of corporate earpinge, it will simply drive individuals of large
ircomes Into tax-ekeinpt securities fn order that they might avold the individual
fncorre surtaxes o1 thelr additional dividends; and hence 1t §s contended that
ti:e Covernment wiil not get the revenues that the Treasury anticipates from
the n:w mcasare.

On its real merlts, this argument would hardly warrant extended discussion
for certain c¢bvious reasons.

In tbe first place, the aggregate amount of tax-exempt income avaijable
constitates only a8 amall fraction of the total amount of corporate Income,

In the second place, the larger part of It already goes to individusis subject
to the higher surtax rates, who, therefore, would possess little motive for sell-
fng thelr tax-exempt securltles to others. In the third place, further Increases
fn the amount of tax-exempt income, tnade avallable by new issues of tax-
exempt securitles, are not likely to be substantial. It is obvious, moreover,
that wealthy individuals who sought to convert their large stock holdings Into
tax-exempt securities would, in tbe first place, face the necessity of paying sub-
stantial taxes on the capitat gaing realized by the sale of thelr present holdings.
It 13 also obrvious that large stock holdings give thelr possessors certaln ad-
vantages other than dividend income, such 88 generous salaries and immediate
cconomfe power, that they would hesitate to sacrifice. It s lkewise elear
that any sudden and great enlargement of the demand for tax-exempt securities
would go far to drive up their prices and drive down thelr yields to a.polnt
that would counterbalance all or most of the tax ndvantage of such securities.

Altbough the real merits of this objection bardly justify more than the
remarks that 1 have just made, T propose, nevertheless, to go Into the matter
a little more fully because of the great amount of misconception that exists
regpecting the possibilities of greatly increaring this aveoue of tax avoidance,
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In the first place, refuge from income taxation by Imeans of tax-exempt
securities 13 very definitely limited by the awmount of tax-exempt securities
avallable and by the rates of interest that they pay. The largest source of
tax-exempt-security Income {8 that derived from the obligatlons of States,
counties, citles, and so forth. The net aggregate amount of such tax-exempt
securitles has not changed materially during the past 5 years. On June 80,
1631, the net principal amount outstanding, as cstimated fn the 1835 anpual
report of the Secretary of the Treasury, was approximately $17,500,000,000, and
on June 30, 1035, approximately $16,8000,000,000. In other words, between these
two dates a decrease has actually taken place in the pet principal amount of
tax-exempt State, county, and municipal obligations. Further, it dees not ap-
pear that the volume of tax-exempt securlties will be Increased in the near
future at a rate anything like the rate of increase during the twenties,

The Federal Government s not now Issuing any long-term obligations
exempt from surtaxes. In fact, during tbe present administration the 3%-
percent first Liberty Loan bonds and certaln pre-war-bond Issues the interest
on which was exempt from surtaxes bave been refunded In part by bonds
lacking the surtax-exemption privilege, The only fully tax-exempt obligation
that the Federal Government Is fssulng to the public at the present time are
short-term bills and notes.

The tax-exempt income made avallable by these {ssues, however, s far less
than thelr principal amount would suggest. The Treasury has been borrowing
at a cost of about one-tenth of 1 percent per annum on Treasury bllis of 9
months' maturity, and at 114 to 154 percent per anoum on 5-year notes.
Moreover, much the greater part of the Treasury's bill and note Issues are
purchased by tinanclal acd and other corporations which derive no benefit
frora the fact that the Interest on these short-term sccurities Is exempt from
surtaxes, sluce corporations are not subject to surtaxes in any event. That {s,
whereas the interest on the short-term Treasury notes held by an individual
might be exempted from u surtax bracket rate as bigh as 70 or 75 percent, In
the hands of a corporation the exemption i3 lmited to the rate of the cor-
poration income tax, the maximum of which is 15% percent in the case of con-
eolldated raliroad returns. Further, the tax exemption that corporations enjoy
on the Income derived from Federal obligations does not apply to the dividends
based upon this tax-exempt income when the latter are dlatributed to the
stockholders.

In the last Treasury financing, that of March 15, 1938, holders of maturing
notes were offered the option of exchanging these notes for elther 134-pércent
B6-year Treasury notes, fully tax exempt from pormal and surtaxes, or 2¥%-
percent 12- to 15-year Treasury bonds excempt only from normal taxes but
not from surtaxes. Ninety-one and two-tenths percent of all the exchange sub-
seriptions were made for the Treasury bonds, the Interest on which is subject
to surtaxes, and only 8.8 percent were made for the fully tax-exempt Treasury

notes.

1 would ke to emphasize agaln that it is tax-exempt income rather than the
principal amount of tax-exempt securities that is important. And I would like
to point out in this connectlon that the declining trend of interest rates on
State, county, and municlpal debts, as well as on Federal obligations, §s operat-
ing very powerfully to reduce the amount of tax-exempt income. The average
coupon rate of Interest on outstanding State and municipal bonds is estimated
at about 414 percent, A reduction of only one-haif of 1 percenrt in the average
coupon rate swould be roughly equivalent to A reduction of 1,900 mlilllon dollara
in the principal amount of the tax-exempt debt outstanding, eo far as tax-exempt
Incomo is concerned. As agalost the present average coupon rate of about
4% percent on the outstanding State and municipal cbligations, it Is striking
to note that the interest rates on 10 typlcal new oiferings of State and municipal
bonds during the first 8 months of 1938, as listed In the appended table, rurm
from 214 to 4 percent. If the present trend of interest rates continues, or even
If cnly the present level is malntained, we can reasonably expect a redoction
fn the total amount of tax-exempt income as a resalt of the refunding of State
and munlcipal obligations on a lower Interest basis

A fuller distribution of corporate earnings wlll nof create a new situation
80 far as investment fn tax-exempt securities 18 concerned. The existing 1ndi-
vidual Income-tax rates have already fostered a considerable concentration of
tax-exempt securities In the hands of Individuals subject to high surtaxes, and
it should be borne In mind that a further loss of revenue to the Federal Govern-
ment from this gource could only be caused by a transfer of such securities frony
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indlvidusls and Institutions subject to relatively low tax rates to individuats in
higher surtax brackets. The practical possibilities for suck furtber transfers
are therefore limited, both because of the existing concentration and because &
large volume of Instituticnal holdings of tax exempts will be retained for thelr
preeminent safety and liquidity,

Mr. Haas. Fourth. Finally, I should like to direct attention in
some detail to the matter of corporate reserves and corporate sur-
pluses, the importance of which has been ﬁreaﬂy emphasized by critics
of the President’s plan and of the House bill. "There has been a great
deal of unfounde(i) and misleading criticism of the President’s pro-
posal as incorporated in the House bill on the ground that the enact-
ment of the measure would prevent the accumulation of corporate
reserves needed for the maintenance of solvencg' and of employment
during depressions. There are several sets of observations that X
shall make on this point, *

In the first place, the bill very definitely sllows as lawful dedue-
tions, before arriving at taxable income, the usual reserves for depre-
ciation, depletion, and bad debts. During the 5 years 1926 to 1930,
inclusive, corporations in the aggregate deducted more than $24,000,-
000,000 on these accounts before arriving at statutory net income or
deficit for tax purposes. During the 3 succeeding years, 1031 to
1933, inclusive, they deducted more than $15,000,000,000 additional
on these accounts, making a total for the 8 years of more than
$39,000,000,000. These deductible reserves from taxable income
which have been approximating $5,000,000,000 a year, will be allowed
under the House bill as under the present law.

Further, beyond those deductible reserves, the House Lill clearly
permits the retention by small corporations of approximately 40
percent of each year’s current earnings and by large corporations of
approximately 30 percent of each year’s current earnings as additions
to corporate surpluses upon payment of taxes lower in both cases
than those that would be paid under the present law.

Despite these facts and the further fact that corporations will
remain perfectly free to call upon their stockholders and the capital
markets generally for any additional capital that they may require,
the proposed change in our system of corporate taxation has been
called a tax on thrift and a tax that wouﬁl prevent the accumula-
tion of needed corporate reserves. In this connection certain critics
have attempted to use and to play uf)on a widespread misapprehen-
sion of the nature of corporate surpluses. The implication of their
remarks is that corporate surpluses consist of pools of liquid assets,
cash and the like, which corporations keep available for use in emer-
gencies.  As I have noted before, “surplus” appears on the liability
side, not the asset side, of a corporation’s balance sheet, and very
frequently represents fixed assets such as plant, machinery, or intan-
gible assets such as “good will”, patent rights, and so forth, none of
which can be “spent” to meet depression needs or to repair damages
caused by a flood, or any other emergency. It is not the size of a
bookkeeping figure called surplus that determines the ability of a
corporation to meet a depression or other contingency, but rather
the amount of the total assets of the corporation compared with its
obligations, and most particularly the proportion of its assets which it
keeps in liquid form. The proposed measure would hayve no influence
whatever upon the form in which a corporation might decide to
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keep its assets, nor does it limit the total amount of capital that a
corporation may ecquire.. When a dorporation withholds current
earnings from its stockholders it is obtaining new capital from them,
though often without their express consent, no less than when the
stockholders employ portions of their dividends to purchase addi-
tional securities of the corporation.

There are some who, though admitting the inequities of the exist-
ing system of corporation taxes, nevertheless defend it on the ground
that the corporate surpluses that are thus built up free from sur-
taxes serve a public function by enabling corporations to maintain
empﬁyment at a higher level than would otherwise be possible in
periods of depression, Now, the most obvious fact bearing on this
argument is that it simply did not work, as I shall show in detail
shortly, when in 1920 the greatest depression this country has ever
experienced came upon us. Not only do we now know that the cor-
porate surpluses accumulated in the twenties were not used to any
great extent, in the aggregate, to maintain employment during the
depression but we also have some ground for suspecting that the
accumulation of these very corporate surpluses assisted materially in
causing the depression. 'Thus, it has been argued by very respect-
able economic authority that among the causes of tha depression was
starving of consumption through. the withdrawal of a too large
proportion of our funds for corporate capital expenditure. Is it not
quite possible that in many instances, important in the aggregate,
ovcrexFansion of plant capacity was stimulated by a desire of the
contro ling stockholders in corporations to reinvest earmngs for the
purpose of avoiding the taxes that they would have paid if earnings
were distributed? It is also held by many that one of the vicious
infuences contributing to the great stock-market boom of the late
twenties was the piling up of corporate surpluses. Stock-market
speculation, which had already been stimulated by the mere piling
up of such surpluses, was further stimulated by the volume of surplus
funds poured 1nto brokers’ loans by corporations.

But let us examiue specifically the contention that these accumu-
lated surpluses were actually used during the depression to maintain
employment, dividends, and other payments. Large figures are fre-
quently cited to represent the aggregate losses of corporations dur-
ing the dopression. Either by direct statement or by implication
the contention is made that these losses represent the amounts which
corporations have had to pay out, in excess of their receipts, to
workers, suppliers of materials, bondholders, and the like; and that
ohly their previously accumulatad surpluses sllowed them to do this
without bankruptey. .

We have been at pains to examine the matter a little further on
the basis of the actual income-tax returns filed by. corporations, and
we find that the figures reported each year to the Bureau of Internal
Revenue are strikingly at variance with this contention or belief.
Let mé cite you some of the facts that I shall present in greater detail
in tables nttached to this statement: ‘ - .

First. If we consolidate the incoms accounts of all corporations
for each of the 3 years, 1031-83, inclusive, we find that they reported
an aggregate net deficit for this 3.year period, after taxes, of 6.0
billion dollars. We also find, however, that this agﬁmgato net deficit
wag arrived at after deducting some 11.2 billion dollars for deprecia-
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tion, some 761 million dollars. for depletion, some 8.7 billion dollars
for bad debts; and some 5.1 billion- dollars for loss on the sale of
capital assets; deduction which, in the main, d6 not represent current
cash outlays making for employment;- dividends; and so forth. ‘In
otlier words, the aggregate net income of corporations before these
valuation deductions, in the worst depression in history, was a little
more than 14 billion. dollars, and. their cash dividends a little more
than 13 billion dollars. ¥or corporations as & whole, dividends,
wages, and other payruents, came out of current reoeiptskprimarily,
and not from accumulated “liquid surpluses” The book surpluses
of corporations were indeed reduced, but they were reduced in the
a(igregate, not by actual cash disbursements, but by the writing-down
of assets on the books of the corporations. .. - o

It may .well be objected that these figures may be deceptive because
they include financial as well as nonfinancial corporations. But the

gures for nonfinancial corpotations alone, which include all of our
manufasturing, mining, merchandising, and similar business corpo-
rations, tell the same story. Nonfinancial corporations reported a
net aggregate deficit after taxes for the 8 years, 1931-83, inclusive,
of 8.9 billion dollars.. Their net income before valuation deductions,
however, amounted fo 11.1 billion dollars, and the dividends paid to
10.6 billion dollars. It is obvious that the previousldv accumulated
sm:ipluses of nonfinancial corporations, while reduce l()iy valuation
deductions, did not represent liquid resources that were drawn upon,
in the aggre%ate, to pay wages or dividends. The cash and invest-
ments. of all nonfinancial corporations submitting balance sheets
amounted to 32.7 billion dollars at the end of 1929; at the end of
1938 they amounted to 83.5 billion dollars.

Senator Brack. Liquid assetst

Mr. Haas. Liquid assets, mainly.

.Even:if we confine our attention to deficit nonfinancial corpora-
tions—that is, nonfinancial corporations reporting no statutory net
income—we find that valuation deductions, rathér than cash-operat-
ing losses, accounted for the fargest part of their aggregate net losses
during the depression. During the 8 years, 1831-83, inclusive, the
aggregate net losses after taxes of those nonfinancial corporations
tgat reported no net incoms amounted to 12.1.billion dollars; but
9.5 billion dollars of this aggregate. deficit, or 78 percent, repre-
sented valuation: deductions, primarily, rather than cash operating
disbursements in excess of cash. receipts. It should be borne.in
mind, moreover, that a corporation is included in the deficit group
only in those years.in which it reports no net income; so that the
figures that I have just cited include the losses of all corporations
during their worst years of the depression, and do not includs their
net income, if any, in' other years of the depression. . Lo

The figures that I have cited were obtatned from the income-tax
returns actually filed by corporations with the Bureau of Internal
Revenue, It should be pointed out that there were other deductions
in the book “surplus” of corporations besides those allowed for income-
tax purposes, and some of these represented cash outlays. I want to
make it clear also that the figures that I have presented for all cor-
Horations, for all nonfinancial corporations, and for deficit non-

nancial corporstions only, are aggregate figures and are subject to
the limitations of all aggregats and composite data. They are not
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nocessarily representative of the experience or practices of any par-
ticular corporation. 11t is also true that in many.cases corporations
employed a portion of the receipts charged off as valuation items for
necessary- replacements of plant:and :machinery, ! Finally, I: should
point out that most corporations are permitted to exercise a liberal
range of discretion in'the valuation of their assets on their own books
and 'for 'their own pur . Many of theny revalue their assets up-
ward during periods of prosperity, thereby creating direct additions
to -their surplus dccounts, independently of their curvent income.
Similarly, in periods of depression many corporations make large
write-downs in the valuation of their asseta‘on their own books, and
th? make corresponding reductions in their book surplus accounts.

Ithough the accounting methods of corporations vary consider-
ably, such variations do not affect the income and deficit figures that
I have presented, because the regulations of the Bureau of Internal
Revehue, ds well as the statutes; lay down substantially uniform rules
for the determination of taxable and nontaxable income. The Bu-
reau also receives balance-sheet data in connection with corporation
income-tax returns. Only a limited use can be made of these balance-
sheet data, because, in contras$ to the uniform rules 'for the deter-
mination of taxable income, the Bureau his not prescribed detailed
uniform regulations for balance-sheet data. It should also be said
that our statistics of income are not strictly comparable from year
to year; because of changes in law, in affiliations for consolidated re-
turns, and other factors, - . -

‘Nevertheless, these limitations of the data obtained from corpora-
tion income-tax returns do not impair the general conclusions that
I have drawn respecting the character of corporation deficits during
the depression and the uses made, such as they were, of the accumu-
lated corporate surpluses. It must be emphdsized, in contradiction to
certain misledding statements that have gaineé considerable cur-
rency, thet reductions in book surpluses arising in the fashion that I
have outlined do not represent funds paid-out to employ labor, to
-purchaso materials, or to pay interest or dividends. :

In general, then, the figuresreported to the Bureau of Internal Rev-
enue clearly indicate, first. thet for corporations, s & whole, valuation
deductions greatly exceeded the nggre&mte‘net, losses reported durin
the depression; second, that valuation deductions; rather than net cas
outlays, account: for tileihrgwt, part of the losses reported even: by
deficit nonfinancial corporations; and third, that corporate surpluses
in the aggregate have not been drawn .down in fact to.maintain
employment, dividend payments, and other disbursements during the
depression: S R T L

n conclusion, I should like to state my conviction that the economic
arguménts advanced iu-opposition -to the :proposed change in cor-
porate taxation rest very a{gelx upon misapprehension and misin-
terpretation of the facts, While certain of thess arguments may
appear g)lauslble to some at first blush, they do not withstand analysis.
In my opinion, the proposed change in our gystem of corporate taxa-
tion is one that, in addition to its productivity from a revenue stand-
poirli‘t,lwould improve the characier of our economic orgenization as
a whole, : : : o o
* (The tables referred to appear at the end of Mr, Hass’ statement.)
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Senator Barey, Will you tell me how. much the write.down was
in the case you were disoussing, the write-down of capital assets of
corporationst - . . .

’ t1'.' Haas. The figures are given in the tables attached to my state-
ment, ‘ ‘

Senator BaiLry, It sums up to $15,000,000,000. I was running
through your figures. You do not sum them up.. Assume that there
was a write-down of 10 billions of dollars in corporate structures in
this country for the last 8 or 4 years, nevertheless they remained
solvent and continued to go on. That is true, is it not

Mr. Haas. That is right,

Senator Baiey, They could not remain solvent after the write-
down, except for the fact that they made the write-down out of accu-
mulated surplus. You could not write it out of capital structure;
you have to write it out of surplus, ! :

Mr. Hass. You can write the capital down as well as the other.

Senator Batrey. Noj; if you write down the capital of a corporation,
it becomes insolvent, and anybody can close it up. That is statutory.
‘That is not a4 question of fact; that is a question of law,

Mr. Haas, Well, I am not making any argument that you should
Rot have any surpfuses. T have not made that argument during this

earing. :

Senagtor Bameyr. The write-down is not valuable to the commerce
of this country insofar as it affects the ernployment of people, It is
not sustained by the argument. T will agrce you have ‘;ot some good
facts; but, after all, the write-down cecurred because all values went

down.

Mr. Haas. The plant still stayed there.

Senator Baney. All values went down,

Mr. Haas. That is right.

Senator Barmey. Now, this write-down occurred without impairing
the capital or making the corporationy insolvent, and therefore they
continued to - operate. Suppose they had had no surplus, then the
write-down would have broken every one of them and you would
have this country filled with receiverships. That is the point.

Mr, Haas. I am not trying to make a point as to how a corporation
should organize its capital structure.

Senator Baney. I am not either.

Mr. Haas. Whether they can withstand the sitoation that .you
pointed out is ]arge})y contingent upon the nature of their assets.

Senutor Bamrr, Just tell me how they would have withstood the
write-down of $11,000,000 in 8 years if theydid not have a surplus
to be able to write it down. They would have certainly become
insolvent. . ) ’ : :

Mr, Haas. The point is, Mr. Senator, that I have never, through-
out the testimony, tried to put up any case against not building up
surpluses. I have tried to prove thet the{ did not provide' employ-
ment for labor or do theso other things claimed for them, . ., =~ °

Sénator Bauzr. It kept millions of people employed, it kept tho
industries goii}’g and they employed the labor. ‘

Mr, ¥Haas. No; T do not think o, ) .
~ Senator Baey. The ability to withstand the write-down ‘pre-
vented the corporation from going into receivership. The liw is
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ver‘y simple. If the capital stock of a corporation is impaired then
a stockholder e¢an bring an action for receivetship. .

Mr. Haas. That is a legal point, but it is my understanding that
except in special statutory cases, such as those of banks or insuranco
companics, a corporation can cure this situation by reducing the
stated value of its capital. ‘ ‘ -

Senator Hasmixes. Mr. Haas, you have made some definite state-
ments hero in the last paragraph, or next to the last, in which you say
[reading]: '

First, {f we consolidate the Income accounts of all corporations for each of the
3 g'eurs. 1101-33, inclasive, we find that they reporfed an aggregute net deficit
for this 2-year perlod, after taxes, of 6.8 biliicu dollars.

Did not you have the figures before yoit when you dictated that
statement? . '

Mr, Haas. Those are figures from the income account. Senator
Bailey was asking for figures from the balance-sheet account. Those
figures are in there in the table in the back, '

Senator Hasrings. All right. , ‘

Senator ConnNarry. Mr, Haas, let me ask you oné question, Sup-
Eqs.e there were not any corporations at all and that we were doing

usiness as individuals grouped together and pooled our assets in
theso corporations; is it not the theory of this bill, if that had been
the case, that we would be gctling how the same amount 6f monoy as
we pro to get under this bill :

Mr. Haas. In other words, if there was no corporate form of busi-
ness and they were all operating as partners and nothing else?

Senator Conxarry. If everybody under the present law was op-
erating as partnerships or as individuals and we were taxing them
under the existing tax. rates we would be getting just as much money—
:{’Prﬁﬂlately the same amount of money as we propose to get under

is bi - : ‘ o

" Mr. Haas. Yes, sir, ’ e ’ o

Senator CoNNArLy, The theory of this bill is that we are not going
to allow the device of a corporation to prevent the Governmant from
getting what it wonld otherwise get if there was not a ‘ccrporationt

Mr. Haas. Exrctly, Mr, Senator., ‘ ' .

Senator Hastings. Just & minute. - Thess tables you indicate aro
from 1031 t0 1933, I sulptpose that is inclusive? ) '

- Mr. Haas. We th?u&"b that was the worst period. v

Sénator Hasmnes. Why ‘did not you include 19349 ‘ )

Mr. Hass. We would be glad to put in 1934 but the data aro not
yet available,’ o ] : . ) C

Senator Bicx. I want to find out if you have any statement which
you have compiled with reference to write-downs, us to the amounts
of dividends that are Ez.nd by the oom%aniw during that period dom-

r:red' gntl:‘g;e other things and the other items. '}'iav'e you compiled
_ Mr. Haas. Most of those data ‘are included in tha tables appended
to my’ statement and I will add a schedule showing interest pay-
ments of all corporations,. -
Tablés referred to iﬁ})‘éar #t eild of Mr; Haad statement.)
nator Brack, Would there be much difficilty in' getting it, so
that we could find out the amount of itt
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Mr. Haas. No, it will be relatively easy. - R

Senator Lonrraan, Mr, Haas, may I ask & questiont

Mr. Haas.' Yos, Senator. - ° S : oo

Senator LoNkroAN, Say corporation “A” owns all of the stock in
corporation “B”, except the shaves to qualify the directors, and cor-
poration “B” pays 15-percent cor’porate tax, the balanca is turned into
the treasury of corporation “AY, would corpdration “A” under this
bill be allowed the ({::iuction of 15 percent? :

Mr. Haas, Mr. Turney will answer that,

Mr. Turner, What is the question? oL

Senator Loxeraan, Corporation.“A” owns ell of the stock in cor-

ration “BY, except the shares that are necessary to qualify- the

irectorship; corporation “B” pays 16-percent corporate tax, turning
over 85 Percent to corporation “A.” Will corporation “A” again be
ob‘l)igg(l o Fay 15 percent on that 85 percent that it reccives from its
subsidia : . ‘ :

Mr. 'l‘gmnf. You mean under the proposed billt

Senator LoNeraaN. Yes, sir. . ) :

Mr. Tuener. It depemfs on whether or not coxlporation “A” de-
clares that out in dividends to its stockholders. If corporation “B”
retains 30 percent and pays 15-percent tax, the tax of corporation “A”
on the 55 percent it receives will depend on the percentage that it
distributes to.its stockholders. If it distributes 100 percent, it will
not pay any tax. If it in tvin retained 80 percent, it will pay a
15-percent tax. S .

nator LoNreaaN, Notwithstanding the fact that the ownership
is the same and that corporation “B” pays 15 percent

Mr, TorNer. That is right, )

Senator LoNroan, Now, would not that be & double taxation on
that 83 percent!

Mr. Tuaney. Well, of course, we have to apply the tax to each
corporation, in order to I{)revent the holding of the entire income in
one corporation in the chain and in order to gét the money into the
bands in individual stockholders. .

Senator LoxzmaaN. Yes; but if the corporations are so closely alike
in the nature of {heir business and the parent organization regards the
§ubsi_dlsry s a necescity to engble it to carry on, that is the case I have
in mind. : .

Mr. Turney. If the subsidiary declares all its income in dividends,
the subsidiary will not pay any tax. The double taxation only occurs
when you have a vetention of income in both corporations. . -

Senator LoneraaN, You mean that could be avoided by having the
subsidiary turn over all of its earnings to the parent corporation :

Mzr. TurNEy. Yes, sir; the corporate tax under the bill is based on
the percentago of corporate income retained. If we compare the tax
on an operating ~orporation owned by individuals, assuming a given
income and smount of retained earnings, with the tax on an enterprisq
consisting of an operating company owned by a holding company
which is'owned by individuals, assuming the same income and the
same total retention in ono or both of the corporations, we may find
two taxes, but the tota] amount of tax will not be more, and may be
less, than in the first case. - _ T

o
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Senator LoNeroaN. Thank you.

The Cuatryman. Thank you very much Mr. Haas.

(The exhibits referred to in Mr. Haas’ statement follow) :
Typlcal new municipal tond (ssues, January to March 1938

65

Bortower Amount | Coupon lﬁm Ayvie'l'd“i'

Percess | Years | Pereent
8tate of Californls......... teeeemenssvavnseancensacanomsranas| $8, 000, 000 24 249
State of Mississinpi. .. -4 1,800,000 b 434 218
3tate of Bouth Dakota.. 2, 133 000 3 13 [ 4
Daflab, N 1, 500, 000 130 10 12
1, 613,000 I ";: 123
1, #88, 000 4 9 180
2, 750, 000 o ny 265
ES l(n.% 3 15, 268
£, 000 W 12 238
2, 700, 000 4 1) 148

1 To original (wholeesle)} purchaser.

Net tncome, caluation doductions, end oaih dividends paid, {or Gll corporations,

{In miltkons of dollare}

Valas-
Tow | e dadae-

Netiz- L0563 ony
. oM Bed | sdecd valos | befors | Cashi | tions
Yeus sfer. | BT | ceths | eapkct| Jta | varas- | vt | a3 pec
tar s0ts | "tiong | dedoo ags of
tions not
Sebcit
J-s1am | 85,008 s | e 67,008l saomet sa st | g6
2ea| M) L] Lme| «es| 23| 8 100
3 0 L) nes| con| K34 K1m ©3
1m,192] r61| s7s ) s || 11| sk s

Lrs| T ms) om

Imel | @)

1842 | m

03| cis| 8| s3] as
-5en)| a3l ] el Lie - ™ 2
TRl NN IR M AR ARSI R &
—eeol ness| w2l Cws]| Lasy gwr v m3l 101

—1aos| aeod| s} asxe ] qess| A l-ne0s] €8

1 Btatatory Bet Lacome ess Feders! Encorms tares, plos dirkdends and tax-exempt {ntersst reccived.
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Net income, valuation deductions, and cosh dividends pasid for oll nongrancial

8 corporations, 193133
‘ (In milons of doitar)
#
@ Valat-
¢ Total | "some s
Netln- Loas o, gome | ac-
Y come Deple-| Bsd |sa'yof valza- | before | Cash | tions
{ Year afiec inov frieg ok capltat | 20 | vals- | divh | as pec-
% taxes assels | “tione | dedue- age of
A tions net
i deficit
I .All nonﬂr.ancia.l Orpors-
W 28 [ otd| 8227 ] 4er6 ! 4035 803
2] 73] ew| Lo 2014 21w 18
™ (s | g8 2882 L
0,567

HE
o
H

2,168 1,830 15002 | 1,18 | 1

Nonfinancial corporstions

Y with pet Inocome:

’ 191 1,613 n 41 100

. ,1 £3 183 81

- 1,492 [} 104

o

; 4248 M 3

N Noufipancial corporations

. vﬂhuonetlmoms

1931 2,039 188 45 514 | 3,168 | ~970| 1,564 ks

2,250 182 54 539} 3,515 |-1,45%9 | 1,051 n
1,713 1 120 5131 2,808 ] —180 398 o
6,002 SIL] 1,431 L865] 9,516 [—32,000 | 2,90 s

1 Statatory net income bess Federal incoms taxes, plus dividends snd tax-exernpt {nterest received.

Interest paid by all corporations, and by all nonfinancial corporations, 1931—33,

. nclusive
‘«‘) All corporations| ocfoancal
! 000 | $2,737,000,000
4 000 | 2,640,000, 000
000,000 | % 44, 000, 000
> TOBh cscreaerenaeasesnasssseeeneronsmesneres resreesneraaaes 12,048, 000,000 | 7,845, 000,000
: Returns showing net income:
! e e | s
. 1833..0. 659,000,000 | 768,000,000
%l T eerverrnemennreseenesmrasaassanenss reeeneresrnnreneneneess] 3,231,000,000 { 2, 893,000,000
) Retumuboﬂnsnomlneom
. N a.moco. 1, 783, 000, 000
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Estimaled number of individuals and distribution of individual nel income by nel
tncome classes, calendar year 1938

Number of individusls
Net Income classes (tbousand dollars)
’I“ln:&t}h Additionsl Nox?n%l:bh Additlonallg, 14 1ota1
peessntlaw] tambled preunghw nontaxabie!
0o 18,773 1 30, 813,28 44,000 | 12,248,000
00 2,281 1,110,794 44,000 1,614,000
000 24,8% 441, 1720 42,000 990, 000
000 am 147, 508 21,000 812, 0%
% A o #&223
35 1583 i&w
344 ‘anr 7, %1
163 2,876 £
98 %3 . 2,10
373 180 1,161
212 400 813
88 N, . 08
2,887,768 101,302 | 13,031,608 141,000 | 18,061,763
Net incomne (in millions of dollsrs)
Net 1ncome classes (tbousand dollars) Ay .
e e ey
peesentIaw| PSEDM ! | peenntlaw, potatablet
1M 0 18,963 ] 18,43
1,218 5 2778 110 4 160
1,787 94 1,614 © 112 3,007
1,850 120 008 85 2 440
2,499 833 . 3,031
i o
e 1, 2%
253 (11}
282 818
140 1
143 44
o 185 - . . ™
T e veeenirrecreeceranaganmnanns 14,181 4018 22,09 383 40, 283

1 Assuming that all sorporate earnings wreee distridatod.
m';’f‘;“;’féf,',‘ :‘»L $370,000,000, the estimated sdditional spount which would be distridated 1o tax-exenipt
3tito

EXTRACT TROM THE ANNUAL REPORT of THB AMERICAN TRLAPHONBR & TaBLER-
ararH Co. FOR 1935 .

BBLL BYSTEM FINANCIAL STATBMENTS

The Bell System financial statements which follow on pages 14 to 18, inclusive,
consolidate the accounts of the American Telephone & Telegraph Co. and thoss
of 23 associated telephone companies listed below:

Bell Telephone Co. of Nevada.

The Bell Telephone Co. of Pennsy!vania,

The Chesapeake & Potomac Telephone Co.

The Chesapcake & Potomac Telephone Co. of Baltimore City.

The Chesapeake & Potomac Telephone Co. of Virginia.

The Cheaspeake & Potomac Teteghone Co. of West Yirginia.

The Cincinnati & Suburban Bell Telephone Co. -
- The Diamond State Telephone Co.

Illinois Bell Telephone Co.

Indiana Bell Telephone Co.

Michigan Bell Telephone Co.

The Mountain States Telephone & Talé%mph Co.

New Fngland Telephone & Telegraph Co.
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New Jersey Bell Telephone Co.

New York 'I‘dg:bone Co.

Northwestern Bell Telephone Co.

The Ohio Bell Telephone Co.

The Pacific Telephone & Telegraph Co.
Southern Bell Telephone & Te! &aph Co.
Southern California Telephone Co.

The SBouthern New Engl Telephons Co.'
Bouthwestern Bell Telephione Co. -
Wisconain Telephone Co.

All but four of these companics are controlled directly by the American Tele«
hone & Teleq‘mph Co. through ownership of a majority of their voting stock,
See p. 27.) The Bell Telephone Co. of Nevada and Southem California Tele-

one Co. are controlled indirectly, all of their stock being held by the Pacifio
‘elephono & Te h Co. The Home Telephone & Telegraph Co. of S?okane,

one of the group formerly consolidated, was merged with the Pacific Telephone

& Teleg;ap Co. as of December 1, 1035. In view of their close relationship to

other Bell Bystem companies, the Cincinnati & Suburban Bell Telephone Co.

and the Bouthern New Eingland Telephone Co., in which the American Telephone

& Telegraph Co, owns less than a majority of voting stock, have for many years

gee::o tmﬁ\tod as parts of the Bell S8ystem and their accounts included in the Bell
Jystem res.

Since January 1, 1913, all Bell 8ystem telephone companies have maiuntained
their accounts in accordance with the uniform system of accounts prescribed for
telephone companies by the Interstate Commerce Commission and oontinued
in effect during 1935 by the Federal Communications Commission. In accord-
ance with the rules prescribed in the system of accounts, telephone plant is carried
in the accounts, with certain exceptions specified in the rules, at cost to the
accounting company.

‘The consolidated Income statement excludes (with minor exceptions) all inter-
company items such as interest, dividends, and license-contraet payments, which
constitute income reoeigta to one company in the consolidated group and incowe
disbursements to another company in that group. The consolidated balance
sheet excludes, for the 24 companies in the consolidated group, intercompany
receivables and payables and {ntercompany security holdlr}lgs. The latter com-
prise mainly fnvestments of the American Telephone & Telegraph Co. in the
securities of the associated telephone companies., The American Co,
carries these securities at their cost to it, which is about $57,000,000 in excess of
their par value, and this e.cess has been extinguished from the consolidated
balance sheet with a correexonding reduction in unappropriated surplus. Tele-
phone plant is Included in the consolidated balance sheet in the aggrégate amount
at which it appears on the respective books of the 24 companies consolidated.

Inve.stmen& in stocks of companies (not consolidated) controlled directly or
Indirectly gy Bell System companies, such a3 the Western Electric Co., Ino., the
Tri-State Telephone & Telegraph Co., Bell Telephone Laboratories, Ino., and
195 Broadway Corporation, are shown on the consolidated balance shoet under
“‘investment in ¢conirolled companies’’ at the amount of the Bell Bystem’s equit,
In their capltal stock and surplus. Dividends and interest received from sue!
companies, and the Bell System’s proportionate interest in their earnings or
deficits for the year (after dividends) saie included in the consolidated income
statement under "‘Other earnings—net.” .

Consolidated balance sheel ) -
[Cousolidating the socounts of the American ng:,m' ? Telagraph Oo. and its 33 associsted telepbone

ABSETS

Dec. 31, 1933 | Dec. 31, 1984

20D PIABE. - o eiee e eaeene s v e ce e sa e e s $4, 208,684, 100 943,184, 358

Plant and equlp nant for furnishing service: comptotﬁ:s land snd “ B

bulliings, rights-ol-way, poles, -m‘ cabdle, undergr oond oy

switchbouds, telepbores, office furnliure, vedicles, tools, cons

tioo work in progress, ete. Inciudes also on Dec. 31, 1983, ozuln- ' 1

mo %&m];m costs, $1,915,833, asd podistributed coet of prop- A ‘
¥ 103, . 3 .

i
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A Consolidaled balance sheet—Continued
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ASSET8~Continusd
Dec. 31, 1935 | Dee. 81, 1934
hvutmmeauulnoontro‘hd panies (not Lidated): mris.m 208,516,834
. m"iﬁpruu ' """ (& i:li'y‘&i'iie‘ﬁ'-‘y'm"' ) in capltal stock and sarplis’
18 481,24
ooy ‘ :m.zg :cs:‘ou
“x‘aa;;;iga};;aen;;ae'.;au‘m' Ji Telsphops Co. of Cazada of ' U
notes, sdvances .ie reee 14,40%.3713 13,714, 453
Muodlaneouslnvastmentl. - ot 66 0050 ol s , 333, 2, 99, 803
Frincipaliy real eetate & ,000'od
butldings retired from telophone plant and held for sale.
8inking and otber reserved funds: 91T 2,068,788
44,000,000 f..oouneenanannns
de, 83, 839, 774 47,728, M43
en Dan 1213, 160, 626 207,507,962
ey R ] i *
Oumntm" .-ndux puion ts §1,004,184. 91, 640,350 48,061, 896
recelvables...... ezeceevsortatesessdaonenansvaensaresnsrasae .
: dlnt';mmddiv{dwdsncd vabla vork .dbh ces, wiounts '
a0
Matsrial and supplies............. cecscncens teracetenasasnssetecnas 48, 869, 839 49,743,683
Deferred ts:
g[sooun onudododu.‘d..am&.............w........ canees lg’.gkm &g‘;ﬂ“
aen! ren ote.. ..
A e AN . Ea%isa L5 o8
Dt‘rlt lmm.tba nuvdupmnonavmmmmw:-
'rom-mu‘.;.... . ceee] K050,352860 | 4,077,064, 656
LIABILITIES?
omw ntock (&a&vﬂuo outstanding held dlrectly by pubdik):
AmeﬂmnTlephom&Tth ........................... 1 227, 500 1, 866, 227, 500
dated te paie o : "mmm ' mm,m
Pre!arred stock, mochtad mepr»meom 97, 937, 600 97,937, 600
Premiums on stock, American Telepbone & Telegraph 208, 749, 8 8, 749, 078
Amount recelved (n excess of par valoe,
Btock Lastallmensts, American Tele, om&Telqrnph 4,830,337 9,078,813
Amount reseived undee ernp * stock plan oo stock subscel
tions ot yet completed or mmem (Thhpluvudhoonun
a3 L0 pew subsa(ptbos ln 1983.) - D
Loosterm dedt Sseep 19):
pbono&NennpaOo 453,900, 713 434,434, 613
1004, 474,750 0,
Omrmlmdmuodusbmm&
bilitles. 4, 801, 429 67,480,124
A&‘:!::g Labilities not d 118, 635, 6M 113,144,013
U eeeseeennntnreraoronneraeenznennzosnzzons
“lﬁugmgdmmmmnbbmmm :
l{s ...................................................... 8,490, 44 3,462,014
_ Credit fteins, (he final disposition of which bl not Deea deter-
Ru.rm!otde ecd of piAnt 40d 6QUIPAL. . .erereeraneerennencan 081, 302, 83 067,712,984
quvur::o %m Tont [a dapeedabie piaat spea it | "1 A
° Pnr'mtorimazmdto. tBa GitImat reiire- ha e Lo, 878
ent cases < I
nmtdluaebomgehu

Tel valos, 3, 1 212,962,000,
ht«unen a8 mD:}mu g&l:n’ﬁt lhbimkn sppears In pote (s

&)onp.-—.
“8.836] esiern Bell Telepbode series A box.- lod for redeznption oa Fed. 1
m&,nubo )P-‘ hw ) Co. s cal ) oa
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Consolidated dalance sheet—Continued \
¥ LIABILITIE8~Continued
2’- Dec. 31,195 | Dec. 81,1934
&
¥ Equity in consalidated surplus—reserved and unsppropristed—stisch-
: ] ? A 16 commmon stock of sssoclstad lekpbom ocompanses beld dlmu )3 .
b pablie.... R . 851441 $9, 621,640
: EquslgolA od. 84,043, 049 80,213,792
N p&us resery R .
N iscdnl)ec SI 1938, ﬂ.'k\wliw.mm ntunst gen-
- enloo.llngt e iog ¥ Amert-
can Telepbone & elemgmc\o R '566 patont tbo ooy
ency of refunds b{ Bell fystem oompoaies of exchange lnd
. Tévenves col : and n.mmme b as of Feb. 1, 19
. the unm« 12ed discount oa series A of SBouthwestern B:
: Telepbore Co. called for reaempuon
Unzpproprlaud surplus (ses p. 1) 208, 943, 308 371,05, 34
Total llabilition..cseueeennnnennnn.. 5,059,352, 360 | 4,977,054, 658
) Consolidated {ncome statement
[Consolidating the sococats of ths American T:éemne k:lt Telegraph Co. and {19 23 8ssociated telephone
Year 1935 (¢) | Year 1934 (c)
Opennnr revenues:
Local-service revenues (¢)....... $640, 993, 43¢ $607, 618 275
Revennes from Jocal exchs
Toll service revenues... 773,483, 258 258, 691,383
Revenues rrom n
Miscellaneous re . 2,734, 23,177, 509
lRe en uea derived from directory adveriising, rents, snd wis-
Iw uno:-lieclib‘e mu: revenues (¢)......oo...oiiiioiiiol. 3,830, 619 012,808
tor Ioumag: ggyunonsezumwhhbmyteunwl o
Total operating revenues (§) vrerseeeenn 34,370,873 S84, 832, 49
Operating ex
Cumntmununm (0 78 27 1 08
) Cost of inspoctk(uz. repairs, and rearrangements reguired to », 72 84,

keep the plant ard equipment {n condition, rep-
ldese‘x,ztlnx g{s .2 pemn.iqol the oost lboon”\'erax‘e‘ plant in ;'m«
urin;
Depnthliolex () PSR, eensessezasstosaszasosenns 171,681, 518 183,474, 643
Provision o oo (thuuhmtml'mmuwz ' 8% 44,
erty f3 mlnd from servics, based ates of tion
signed I'?h‘p(‘tbe this Joss Ml)‘:v”mkft unpi;r:l over l&
sexvice Life of pen preciat
opn‘sfgted m the 008t of the average depreciable
anf mm
Tr eavgsoestacorsransesierreseresonasnoevacatznrasensen 131,839, 788 138,047,318
Cos lncune&l thm&mdmmmwmﬂyem
tors' WALl
Cﬂmmuduo noes, .o.... coeconnadd 74,541,508 1,873,365
Costs inxcuperm fo Bust hise N ™

[ ) custotiers; pay sta-
tion commissions; also tbe cost of directoriss, sales sctivities,
" c.ot“"l"‘%’“" et )
A ral an: DOOUS expenses -
G admialstration, including cost of development and re-
................................ o 21,879,183 21,508,471
.\ooo\mﬁn and trensuxydepenmenu . 33, 868, 909 32,72, 03¢
‘rovidon for employees’ sarvice pensions 1),330,413 11, 1,07
Employees’ sickness, accident, deatb, an 6, 830, 283 &mﬂ%
- Other germral exper: (13,932, 798 7,004, 31
83 expenses chuged v31TLMA L % 414,079
Opeutlns uals A 13,184, 203 u.m.ug

(admioa
Total OPErsling SIPEnNS. ...o.uveueaannenasarvraaranons 651,429,009 €16,052, 538
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Consolidated incoms statement—Continuod

Year 135 (e) | Year 14 ()
TOZOE (€) e nrurasmrsniaezanonrrisencnsecarasnaavarnranscnnsaaonananas, %2
ﬂs!oaloﬁodmi.mumdloal tazes. ey #9945, 300
SatIng 447DI0gS. . ceonrecean ‘ ,017, %1 ]
° v::.ntlln‘m oonl::!led com pani Ln’.:m.:(; "::“l;:
rol T Y TSP P T e
Ptlmmumumuwﬁu s o¢ deficlis (alter dlvi dma)oi 265095 . ::"”
Dividends { oairoiled cotmpanicd ... ... 25 1,909, 805
Interest r:\--r:n “.’33“ lscellaneous earuings, net.. t%m 8,81%, 40
Tota] DAt GATBIALE. . cvevrecennnscnerrenncnsanennen 190, 911, 581 13
Interest deductlons (cm)" .............................................. g&";'.?b &&m
Interest charge, ncludlumonustkn oldumtontmco&dm
and tazes paysble under boad ladentures
.......... easens . cxe) 147,830,004 381,788
Dlvideold:onpgl(kerndmol oclaied teleph ica atd "::m ": s
N&!hﬂd {p’pﬁl hwbuo ...... ok of isoclted laapbods compli 8,819,187 T, ::m
Net income applica gthma{an'felepbom&Tekn Contebo] iRmaTEa|  uniersse
Nuam! buoldmum lecnphCo siock oGt | 18, 662,78 18,662,978
!:ninupu:hmon .1 $3.00

fat xu!!ndeado aw%wwwhmmmm 48765, proportionste

Changes durfng 1985 in" American Telephone & Tele fraph Co.’s equity in consoli-
pius

dated unapproprialed sur,
Balance—Deo. 31, 1034 ..o riiiciacicenanana- $321, 056, 224
Additions:
Net income applicsble to American Telephone & Telegraph
Co. 810K o o i iicecsanenaraceneneaana 132, 704, 782
’l‘unsl’er from surplus reserved upon ecttlements of rate liti- B 693 124
Muoellaﬁe'éds'&&hiiibh’s::::f:IZZIZIZIZIIZIIIZI:IZIIIZZ " 602, 492
Total. e cecccccaaccccccccccacnrceammmaaemn 137, 090, 398
]
Deductions:

Dividends on American Telephone & Telegraph Co. stock. 1(7, 960, 475
Transl‘em to surplun reserved:
Provision agzinst contingency of refunds in Fending rate
cases, .38 other miscellaneous contingencles_........ 6, 534, 797
Provision against extinguishment of unamortized dis-
count on bonds called for redemption on Feb. lk‘1936. 3,016, 092

Premiums payable on bonds called for redemption on Feb. 1,

1038 . oo eecceceecemccaaene ceerecabacnccncensnenana ¢ 3 441,830
Pmnlums pald on bonds redeemed. ..o o ccoiiaaniinaaaaa. 2, 655, 400
Unamortized discount extinguished upon redemption of

DONAS . e ceiceenennanncemaectaaaarrteacncanannn T 2,543,888
Miscellaneous deductions............ pemeeseecennananaan 4,031,836
Total..... e easeaeanas e recaeseeecmeaaeeas 189, 203, 316
A —

Balance Dec. 81, 1935, ceaonon. eestcscccamaacnenaane . 268, 043,306

C. A, Herss, Complriller.
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RXPLANATORY NOTES RBIATING TQ OOVSOLIDA'I‘ID BALANCE SHERET AND
£8 INOOME STATEMENT

4) Asof Des. 34, ms. certaln of the associated telephone comparies bad cor.tingent Hablitles to mnh

refunds, incuding lotereat thereon h the ovens ol verse declslons in court ¢ases Involving ehages for
talephods service ol s0ine $20,00), Moh besn sollected withia the period 1924 to l lneludvo
tnd taXen up |2 the socounts pending udg:: joa. Aninst these oonunseocles, the n
‘h by thesa oompsn!a [ surplm r& 18,799,623, ﬁ k:lm
uiph Cohis s‘v‘xn ¥y og”t%ndd executed gz.tnhlghlo Bovlgd’r;‘l: Co.int Tmhn 2 at oﬂl11_l wn w
¢4 such rate regun any umu y ul Compay. merican
'nh;nph Cor was released o Jan. 3, 1936, from lm-mnb!p on & bord o430 led b%
Bouthwestern Hell hkphou to nunn %0 Fuch rate refunds muh t D¢ reg
tholm Anml .nuuse, the cass hvinﬁee
fnancisl ¢ p mvision in respect of the Iolbwlu ooatia-

1) A vt ulooml the amount ,058,194, b
"’(,‘)‘T\ m:'::’oom“%g n 1Y emou, mrodyodhun!.underhhn

tax claim made b, mon olhov\’ock the American Tekphons & Telegraph uw
'l(iamll:loiup‘n d:nhsl f pbo Te Ph Ca.,
ar

y
t (Leing of rsﬂm.oc ocnam‘ed
1) The filis s Bell Telepbone Co. AR u'i.'wg, B¢ and refundio modgn
at lggas &:unt. npfly(ng other eoz'm nllmmt u

308 ol {11 A 728, sr‘rl A 3 percent bonds wh!ch were ca!
z§ ‘The Bouthwestern Ball Telephcns Co. s0ld in Decembder §44,000,000 first md Mundlnl mos
}?vmmt (nnd has an 24

3 canlbomls.oetch moo since the end of tdo yesr sold fonal $1
‘bonds st the f( of these solen will |&ibaﬂt other compeny
mnds to the retirement on Yeb. 1, I saries A bonds at 108 Sinoce these trins-
wmmnotbemmpbudluboehu 1535 thelr effect 41 not fully rediected Ln the consotidated
‘This refinancing reduces Bell System funded Sedt by sbout $7,600,000 and ansus) charges by
$1.728340, Tl 1040 4a200nt Laooe Laxes aDd 85900 of the preralam oa the B s rebined the
u-:‘u saving wmunount o spproxlmaul u,wnmol L $315,000 vﬂlmpmeat ssaving ¢! hrouti
3 o -
U0 The cotsatidated Income statetests for 1904 and 1608 efect sdfusiments In t nﬁ‘m
with settlements duﬂn(b:buoy of pendlog rase ml:o The lsm
tha lilinois Bell Co. in hicago rsts oass ard the Chesspeske & P

. in tbe C
1he Washingtoa, D. O, rate case (both of which were referred to In the 1834 annual report); and hnto? he
Bouthwestern Boll Telepboos Co. la the S8an Antonio, Ter., rate case, w hkhn tlement lavolved a refund
mmtely $729,000. The eomblnad u!ect of thoss adiostmenu wal to {ncrease certaln sccounts, asd
s otbers, A8 lotlows: ’

B Lo o] Yesrinds | Year v '

1 l 1
1103, 000 5-'su.wos
Taterst dafgeiicas. . 1491,635 | 14,908,738

1 Indicstes fociease.
# Indicates decreass.

9&rm Bet effect of these sdjustments was ta decreise net Income by $114,363 In 138 and by $4,203,833 in
1) penl nvonun for 1935 {nclude for certala of the colapanies eouondnm  total amount. Dot

oeec_ms subject #o possible refund 12 the sveat of sdyerse decislons I panding rate cases. (s«
) Duo w I.hq edoption of p revised methed of dlstdbuu f?. si tte 1933 o other
awdexpenwl.;:lllumm“ n&mn tdy“,t 000; [a 1934 simiar cc ety wece

CoupARISON OF Frpizal Revenuns, Unpre PrzeeNT Laow AXD UNpEn HousE biLL,
THAT Wotld B Dr21vip reox 118 HYPOTHETYOAL CORPORATION DIBRCR (D BY
BeNATOR HASTIRGS (p. 39 of HEARINGB)

1. A corporation earng 10 percent annuslly on $2,000,000 over a period of 5
years, retaining all the earnings in cash. At the end of the fifth year it Invests
its accumulated earnings of tho previous § years {n additlonal plant, and for
the ensulng § years it earns 10 peréent annually on the augmented {nvestment,
retatning n cash all such earringa, What would be the sggregate amount of
Federal revenues derived durirg the 10-year perlod under the present Jaw?

During the first 3 years the corporation toxes would approximate 18 percent
of tbe annual income, or $32,000 a year. During the second 5 years the cor.
poration would earn 10 percent, not only on its origlual capital of $2,000,000
but on the additional reinvested earnings of $340,000 ($1,000000 lees $160,000
for § years' taxes), Hence, during the second 8 years it would pay approxt-
mately $45440 in corporatlon taxes annually. For the 10-year period, there-
fore, the Federal Government would obtaln $§357,200 from the earnings of this
corporation unider the present law. (The stockholders, having received no divl-
dends, would pay no Indivilual Incosne taxes on the corporation’s eamings.)



‘REVEXUE AOT, 1986 73

I1. Under the House blll, {f the corporation distribated all of its edrologs
during the first 5-year period, It would pay no Federal tax whatever. Baut lta
etockholders, it they represent & cross sectldbn of stockholders generally, would
be subject to Individual fncome taxes on the distributed earnings, amounting
to about 8314 perceut In the aggregate, (This (s {he, average rate which would
be pald od corporate earnings if alt esthnated 1938 corporute eatnlngs were
distributed. ) hus the Fuderal Government would recelve approximately
$335,000 during the first 6sear3)erlod: gd 1f no part of the dividend payments
were used to subscribe for additional capital In the corporation, the Federal
Government would recelve an edditional $335000 duriog the s¢cond g&ear
period.” This total of $470,000 may -be comparel with b $387,200 of Federal
revenues that would be deriyed undér the existing law, . . - :1° .t :

111. To make the examples comparabie, however, it 18 proper to assume that
under the House bill, no less than under existing law, the corporation could
profitably employ additional capital. If, therefore, at the end of the first &
yeara tha corporation successfully Invited its stockholders to resabscribe for
additional capital stock an emount equal to all of the dividend distributiéns of
the previous 5 years, less the average amount of individual Income taxes
thereon, the capital of the corporation woyld be increased by spproximately

000 to a total capital of $2,068,000. 'Annual earhlngs theresn at’ the, rate
of 10 petcent would amount to $266,500 If the corporation distribated 41l of
these earnings to stockholders, it would pay no corporation taxes. But the
stockholders would Pt}y‘mdlvldunl Income taxes, on the samp basis as that
noted above, amounting to $448357 for the second B-year perfod, making total
Federal revenues for the 10-year period $781,387, as compared with 200
ynder the present law. =~ . ' - o

| ep——— . A

‘ Praml Fj’aim;l corporation tazes as percent of fncome transferred 1 Juiplu .

o " Taxesas
Federal Dividends " percent of

Trans-

ke |t | T ey
o surpius
;

Pereesd of | Pereead srrcent of | Percentof

atxlor] stelulory stalutory  atutory
net lmw'u nel income | nctincoms | et [ncome
4 400.¢
9 3 17
}; Zg 14
H £l = ,
2 &8 ‘;, : |
ol . 50 24
T 14 45 4L
44 4 %
49 35 T3
& 0 2%
% 28 7.
64 0 18
, ] 15 R
" 10 2L
”» 8 2
& 0 1.0

+ Roogh ue:u;& total corporation lu_:ome. capital stock, and exeéss«wgﬂu taxes.

BTATENEST PREPARAD BY SBORETARY MOBGENTHAU FOR THE JUDIOTARY COMMITTEX
oF THE HOUSE OF IUEPRESENTATIVES OX THE SUWECT oF TAX-EXRMPT SCUAL-
1ies, Fruruany 19, 1835 o . .

‘Che Treasury Department favors as & permanent policy the elimination of
the exemption from Federal taxation now accorded to Federal, State, and
municijal securities, Insofar as future issues of such securitles are concerned.

1 consider it very fraportant that wheo the excmpiion {s eliraivated it should
be elimipated not only in respect to future Istués of Federal iccurities, bot in
respect to future {ssues of Btate and municipal securities as well. The enact-
nwent of legislation requiring Federal obligations to be istued ia the fature on



7d BREVENUE ACT, 1038

v

Bk

8 fully taxable basis, in competitjon with wholly tax-exempt. squﬂtlec origipat-
ing elsewherd, would be likely to react tnfa¥orably on the market for Federal
securities, to increase the cost of the Government's borrowing, and to compif-
catn‘:tgr financjng operations, R ' )

Y aln adv that a eccnstitutional amendment would be required to enable
the Federal Government to tax State gnd municipal securltles. In my judg-
ment, such an gmendmént should be drawn on & reciprocal basis; the Btates
shculd be permitted to tax Federal securlties and (he Federal Government to

Sub Ss e RV T

: tax HBtate and mubicipel securities. I favor such an smepdment.

P STATEMENT OF FRANKLIN SPENCER EDMONDS, PHILADELPHIA,
Zt PA., REPRESENTING THE PHILADELPEIA OHAMBER OF
8 ~ COMMERCE o o I
! _The CuamsmaN. Mr, Edmonds, as I understand it, you represent
3 the Philadelphia Chamber of Commerce!

. Mr. Epumonps. That is right, sir.

Thé Cramuan, All right, you may proceed. | . .

. Mr,.Epmongs. Mr..Chairman and ‘members of the committee, the
Philadelphia Chamber of Commerce has about 2,000 meémbers repre-
senting manufacturers, wholesalers, retailers, tradesmen of all kinds
in Philadelphia... We hava had for seyeral years s committee on taxa-
tion and public expenditures, of which I have been chairman during
that whole period, composed of about 45 members. We have made a
study of the taxing problems from the point of view of Philadelphia.
We have gathered data and we have prepared a report, sir, which we
will be glad to deliver to each member of the committee. That report,
on its reverse side, contains the names of the members of the com-
mittee, s0 you can see the businesses in which they are engaged. (See
data at close of Mr. Edmonds testimony.)

Senator ConnaLLy. May I interrupt you there for one questiont

Mr. Epmonps. Yes. - :

Senator CoNNaLLY. Has the State of Pennsylvania still on its
3 statute books an act exempting manafacturers from tax?

1 Mr. EpMonps. You mean the capital-stock taxi
: Senator ConnNarry. I am talking about the State law.

Mr. Epmonps. Noj it has not.

Senator Coxnairy. Do you not have a Jaw in Pennsylvania that
. exempts manufacturers from taxf{ .
> Mr. Evmonps. We had & law in Pennsylvania for 40 years which
exempted capital engaged in manufacturing from the capital-stock
tax. That law was changed in 1935, for a 2-year period, so the
could have a basis for unemployment-relief taxes. Now, in 1037,
when that change expires, I cannot tell what will happen then.

Senator ConNALLy. But still the manufacturers in Pennsylvania
have an advantage today over most of the manufacturers throughout
the United States?

Mr. Epmonps. Not today.

Senator ConNaLLY. Not in this temporary period of 2 years!

Mr. EoMoxps. There was a Feri when Pennsylvania favored
manufacturers, and I hope it will favor them again. I see no objec-
tion to that point of view. .

; Senator ConnaLLy, I am not arguing that. I just wanted to know
, whether that is not the fact.
Senator Kina. However, the assets wore taxablet

.~

Ry
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Mr. Eosonos. Yes; tho real estate and everything wad taxable, but
when it came to the capital invested in manufacturing it was exempt
from that one tax, the capital-stock tax; not at’all from tho corpora-
tion net income tax. -~ ° - - 7 S

Now, I would like to say, Mr. Chairman, that our committee has
considered this bill with very t care, andwe ¥'>uld liko to pre-
sent some thoughts to you with reference.to it whk. h dre hostile to
the new portion of the bill, and I want to gw;xou very frankly the
reasons -for it; which will be more elaborated én in the 'printed
memorandum. ° R S S

In the first place we regard this bill as fiscal fv from the point of
view of the (Government, an unsound piece o ‘leglslatlon.,_Whyi
Because today the Government is relying very largely. upon income
taxes, but you have an income-tax law which gives you wide varia-
tions in the return to the Government. Now;. your income-tax law
is different from that of Great: Britain in that psrticular. I have
certain figures here ‘which I obtained from my friend,!Mr. Parker,
whom we regard as the most accurate statistician on this subject in
the United States. .~ .- -+ .~ . : o

The Cuatruan. And the committee so regards him, too, **@ '

Mr. Eoxmoxnps, That is fine, sir, - In the Iggy;ears g&to and jnclud-
ing 1935 the ‘United States collected ! $31,994,000, from income
taxes, That is the Federal (Government. Great Britain collected
$20,662,000,000. ' The average annual income tax-in the United States
was $1,692,000,000, and in Great Britain $1,690,000,000. . e

Now, notice the variations in that same 13-year period. Our
lowest income was $747,00,000, in 1983, and our highest was $2,410,-
000,000, in 1930. In other words, the‘dxrslpmty between the lowest
and the highest amounts to 223 percent.” That. 1s the variation in the
ups and downs that you get from income taxation. - -+

Now, what was it in Great Britain? - Their lowest in-hat period
was $1,412,000,000, in 1935, and their highest was sx,sas,ooo,&‘o, in
1923, Their variation from lowest to highest:is 37 percent, and ours
is 223 percent. L

Senator Coxvariy, In other words, you favor our adoption of
the British system ‘ : e r

Mr. Epsoxps. Give me just a moment on that, Senator. I want to
explain where that variation is. .Our income-tax law has a variable
feature in it and their law does nct have that feature in it. They
tax income, the annual recurrent gains, what the average man thinks
of as income; we tax income, including capital gains and losses, and
it is the capital gains and losses which caused aﬁ! the trouble in these
variations in income tax, L )

. Senator Barkrey. Are you referring to the corporate tax or the
individual tax? .

Mgd Epyonps. This is both. This is all of the incomse taxes in this
period.

T}_ne Cramuan. In other words, you advocate the elimination of
the income-tax law?

Mr. Eoxoxps. No, sir; I haven’t %olten that far, because that is
not before the committee. So you have this variable factor that
swings your incomo up and swings your income down. In certain

05545366
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riods you have a feast and at certain other periods you have fanine.

s;t‘ythat lsbﬁd'-ﬁscally.. L RS P PO S | L N P
- ‘Now, you proposé to add another feature, namely, by encourcging
the distribution of the profits, all the profits, or a very large propor:
tion of the profits. In the good years you will swing up higher and
in the bad years you go down lower.. -. - . .. .

-+ Senator .ConnarLy,: Do you, advocate lessening the tax:in times
of prosperity and making it higher in periods of hard times!
" Mr, Epmoxps, I advocate a taxing system which will give you a
more stable basis. That is what I think business requires. I think
this business of going up and down by 223 percent in £ years is
absurd. ' When you:have the feast, which encourages overspending
on the part of the Government, they have got the money, and when
you have got the famine, that 1s when the people are hard vp, then
you have.got to levy a Yot of new taxes in order to make up. the
deficit. That is not g?od fiscal organigation., - . ... .. ..
- -Seriator. Barxver. In order to havs.a general level of taxes, so it
will be the same- in depression times as in:times of prosperity, you
have got to increase the rate in famines and lower it in feasts.

Mr. EpMoxps,To some degree.. They have done it in. England.
In this: particular period we know the English are increasing the
income tax. Then also you have lowered certain forms of: taxation
which are just as stable’'as the Fnglish taxes. -Take your tobacco tax.
The tobacco tax is the best tas: from the point of stability that.you
have got on the statute books, and it is the lowest tax in the percent-
age of tost to collect,. That is a very remarkable fedture. :

- Senator Barkrey, That is the only wartime tax that has never
been raduced in times of war, - -

Mr. Evpumonos. It has lived. in times of peace as well as in times o
war. I think the tobacco tax has been on ever since the Civil War.
* 'The Caamruan, Pennsylvania does not raise much tobaccs, does it?

Mr. Eoxonoe.- Oh, yes; we do, Senator. I beg your pardoh. Your
fondness is for cigarettes, and mine is for cigars. We raise cigar
tobacco, sir. :

The Crarzman, You reise a lot of tobacco for theso stogics.

Mr. Epmoxpa. Whatever they are they are good and they-give
comfort to the people. : o

Senator Bairzy. It me say on behalf of the South Carolina
farmers thst we do not think the tax is equitable. 'The United States
Governiment geta $1.09 a Pound, and the farmer has great diffculty
in getting twenty, The farmer works all the year to produce tlie
tobacco and the Government does nothing except Passin aws, .

Senator Kiria. The witness says “equable” not “equitable.” ]

Mr. Eosonva. T mean cquable; T mean stable.  From the point of
view of the Qoverument that makes a good tax; that is, & good fiscal
tax. - Co ‘ sl
Senator Bawktxy., That will result in putting the tobacco growers
in the stable, because the price he gets for it does not compare with
the price that the Government gets. o o

Mr. Kosoxoa {amsorry I brought up theillustration. Now I will
get back to my point. We have a situation in which you force out
net earnings inta diverse use at a more rapid rate than the necessities
of buciness would require.  You would have in 1929 and 1930 a very

'
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mych higher réturn from the income tax than you have now, and you

would have in 1033 and 1934 a very much lower return than yoa have

nowy and the result would be that youiwould accent the differehce
from the top of the hill: to:the pit of the valley. ’That is a‘bad
arrangement, - v ot oo Lo are

. Senator Bamry. Cin you put'up a good argument for having a

different fate of taxes on the mncome of an individual from that of a

corporation ¥: [P L P ] S S ' o ! .

‘Mr, Epmoxng, X think; sir, that I .can set up a: good argument.

Will yeu save that question for a moment or twof - -~ :. .
Now, I say that is bad fiscally, and: X hope I have msde my point

perfectiz clear, namely, you would-have no increased tax on divi-

dends at the time whén.you were having a feastsiznd you would have

an increased tax on dividends just at the time when you dre having &
fumine, and that would result in just the same kind .of fiscal chaos

that there has been in this coantry for the last 8 years,. « - * - o

- - Sénator BaRrLEY. What effect’ would the:inctease in raté famine

have on intensifying the famine? L e o
Mr.. Epmoxns. It would certainly intensify -the famine. - .What I

mean tosay is the country is just on the point of récovery, and instead

olf permitting the corporations to use the money, you make them'pay

tho taxes, ¢+ - -t 1 ' co . P T

= S?nat;n- ConnalLy, Are you advocating that we keep the present

taxilawt 0 . - .o . AR S

- Mr.. Epmonps. I-am advocating- that you.leave it alone, on the

ground that'it is too complicated to work under the pro statute.

. Se'nator CoxnNaLLy. You say you want to'leave it alone like it is

now root . EE ‘ [ B «

. Mr. Epmonps. You mean the present tax law? I
Senator CoNNALLY, ‘Yes, iy e :
Mr. Epmonps. If you are asking mo the question as to'whether

I-gtand for the present tax law, I say “*No.”. I have a reputation in

taxing matters, and I am sure some of the tax laws that we have

had in the past have not been the laws that we should have had,-
Senator ConNarLY. A minuto ago you said you would: want to
leaveitelone. .- - - . i :
Mr. Epxoxnps. I say, leave this tax alone, : s
+ SBenator. CoNNALLY, Your argument & while ago was that this tex
had resulted in high'taxes during periods of prosperity and high
income and in periods of depression of low income. :

. Mr. Epmoxps. I am sorry, Senatory I did not make myself clear.

I say this: That you have at present one variable factor that gives

Eou a feast or famine, and you proposs to add to that a scoond varia-

le factor which will accent the feast and accent the famine, That
is the rcason T am opposed to tho sccond factor. I would like to
pass to the first factor, but I recognize that subject is not before
you at the present time.

i~ Senator CoNNaLLY. You are against both factors, so far as you

hayve seen themi . . .

- Mr. Fosonpa. I am against both factors on general principles of

commoyr senss. If.an Englishman puts in a £5 picce for a horse

1

1
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race and wins a hundred ?ounads,-thu is his good luck; the Govern-
ment takes nothing ot ofit.: . .- ., oo
- We have made an artificial definition of income in our laws b
adding thig question of capital gains and losses, and by adding capi"-
tal gsins and losses we have gotten ourselves into an unfortunate
s ition in- which wo have this feast aud famine; but I recog-
nize that this i3 1936, and you gentlemeari have s practicel problem
before. When the time comes that you will deal with that prob.
lem, I hope you:will invite mb to coine down; because I shall’ be
ve?ghdtocomedown. RO T S R -
. Xow, on this second l(.\m sitfen, 1 think forcing out the ¢orporate
net earnings into dividends, in my judgment, is vevy bad, from the
int of view of the investor, because it will interfere with the regu-
arily which should characterize an investment. b
Now, yca have had rea presented to you. X have here cortain
figures for the Allied Chemical, the ‘Amriunfl‘ele‘)ho'na & Tele-
graph, ths General Blectric, United States 8téel, Westinghouss Elec-
tric & Manufacturing. R Pt Ceo
¢ One of the Senators asked the question about the American Téle-
hone & Telegraph. For 1035 the net income was $182,000,000.
Jash ditidends on common and preferred stock, $167,000,000. - Now,
all of those corperations, in a 10-year period, have maintained divi-
dends, The Upited States Steel and Westinghouse reduced their
dividends somewhat, bub they have paid some dividends. All.of
thoss corporations for tho last 5 years were paying out more'in divi.
dends than they wera getting in. net earnings, but they tried to
maintain regularity. . ‘When they were accumulating the peak they
would be paying heavier taxes, and consequent(llv they would not
have the funds with -which to make their dividend. regularly. I
insist, from the point of view of the goverriment that wants regu-
{srity: of incoino and, the ‘point of wiew of the investor who wants
regulatity of return, it is better to let those corporations smooth ‘out
thoe peaks and ‘precipices.themselvos, and do it on s basis that will
give them a regulsrity. of return. - - g o
- - T had these figures put in my hands a moment ago by the president
of a corporation who is in this voom today. Net loss over a 4-year
riod prior to 1933, $1,(00,000. - Profits, 1933, $26,000. . Profite, 1034,
g:o,ooo. Profits, 1935, $100,000. That is $160,000 of profit .made
possible by increased zales. . This is a retail store.. But in order to
carry on thet business with the increased sales they had. to increase
their.inventory by $100,000. - That was the developiment of new lines,
They had to increase their accounts receivable by $75,000. That was
in order to carry the neiv accounts, They had to make improvements
in the siore and in the delivery servico of $15,000. 'So to get that 3
years' profit required. an outlay.: of: $190,000  from ‘their workin
capital. In other words, they had to borrotv money as well as nse &
their profits, . . o
. Now, that is the condition of many busin sses today. I have in
mind particularly the small business. They have the idea that they
will eventurlly grow and grow. Maty of you gentlemen have prac-
ticed law, and you heve $2en in your praclice cades of small busi-
nesses, how the man works, saves, and plows the money back, and
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orentuglly gets the big. busineds. ' ‘It pzems fo 16 the opportunity t
- do that soit of thin o'\gght’stﬂl bo left to:the people of »Amb;;ﬁi
without putting tco.higl's tax.on them, if they are willing to go
through the sacrifices that are necessary to buiid up the business; . .
Now, my second point s that this up-and-down business is bad for
the invbsior, ard it would be bad in the long run for the character
of the Armerican ‘)eople.’ Tt is better to have these corporations with
& surplus that will give a regularity of dividend and a regularity of
teturn; éven though they aecumulate a surplus in order to carry it on,
rather than taking it away from them in taxes. L S
The CrramriaN. You haven't the figures there of tho Gulf Refining
Co., have yout : ’ A T
-+ Mr, Epmoxns. No3 T have pot. aiz
The Cranosan. HeeETou the figd

Brtliero of the AA]uminum C&!

. You do not know how mucliy

dends they g#id out in the last earsft. X,
Mr. Epjf 1 @f the Alunm¥y,
seen a rofe; ¢ at sofhe time,

say insthe paper, in thg

New York

Times# f 3 ago, that on year’s efthings thelg paid about
ss ‘4 . ' Tt Y '
: Mg halfr, y nsider tiis: If you
atte. o United witlgthe view &f catching

poralions; we §re tryi rm laws, so that cef
} ]

tutiofs will no§allow rnigggitq bo piled up tog .
vantdk i M %}9{» Ttuatt : g s
" MriFo Xou made ame ment?{ear aggl or 2 years
ghe taxing bill, with, ence th persgfial holdyfiz companies
hoenies that expasat theiBsurplds. - A seems tgffne that those
Rat you a have s whafaou ought :

ther than chaliguthe law for us all, 4

1 article: from the New York Tineé€ by Henry Hazlit,
s that I think are pertingp€and 1 will supply it

tional case¥:
+ X have he
who has some
for the record. 1
The Cuamman. You iy d
" (The articlé teferred to 1s as follows:)' -~ -
st I A ' AR -
G i Drvike OUR SURLUSES '
_';'X_'erh.ans the,ma,l:n arg"umen! put forward in favor of the projnod drastic tux
o0’ corporation surpluses is that bitllons of dollars are hot pald cut In dividends
ft prosent And hende cscape the Federsl tax collector. - These surpluces gelhslly
do pay & tax as part of the net Income of the corporatirns, but It 1s uilegvad that
if they were pald ouvt in -lividendas the Governmeit could collect a far higher
g7erage rate on thew 83 part of personal lncomes, That there are $odlyidual
corporationg formed or conducted for 1he puriee of lunerng the tax rate which
very wealthy indlvidusls weuld étheérwire bave to yay 15 doublless troe, The
revenue laws, however, already provide penritios where cofpordtiuis gre usel
for the purposa of tax evarion. Whitever the Treasury niay geln (n a single
year by “drivieg cut the surploves?, jts probable gaios over a serles of ysare
would be much more dubloys. L .
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Nothing conld mtke this clesrer than .the tabls complled - from Treasury
Degartment reports by the National City Rank In its March bulletin, Below is
a simplifled form of the table showip the taxes pald, net earnjngs, and divi-
:’led’aagt all mangfecturing corporations lo'thé United States for the yoars 1921

(] H . - : : : -

Yeer Teses patd | Nebtocomeatier | pyyig0n40 puia
4790, %0, L0000 | . 81,20
mm% uﬁ.m(m 8 o s
gasxion| oMo oo }m%g
(REE| el s
1 063, 000, &0 000, 000 00
TR 00 00| & 208 000000 R
1.18,000000 | 3 852000, 000 2 875, 000, 000
#5000, 000 201,000,000 | 3633 000,000
Broaom| tLooaoonca | L1tk 0000
432,000, 000 13, 000, 000 1,009, 000, 000
044,000,000 |  1,62,000,000] 1,688 000,000

1 Dedicit.

The following facts emerge froim this teble: For every dollar that thess cor-
porations pald to their shareholders for the use and risk of capita), about 52
cents was pald In taxes to the Federal and local governments., The share-
holders, In addition, l1ater pald fncome surtaxes on the dividends they vecelved.
Wheat 1s more significant from the standpoint of the proposed tax, these cor-
porationa actually pald out over this period of 13 years a higher snnual average
sun thanp thelr net earnings. While net earnings regularly excoeded dividends
for the 8 years from 1922 to 1029, in the next 4 years dividends pald out of
accumulated surpluses greatly exceeded current earnings :

Wholly apart from the rocial effects of the proposed tax oh suspluses in aggra-
vating the vlolence of the bualness cycle aud in retarding the rate of industrial
growth, one may axk whether it {s not short-sighted, even as a Government fiscal
policy. Over a'perlod of 13 years manufacturing corporations, taken as n whole,
actually did pay out tn dividends even more than their full statutory net incotne
in that perlod. It was fortunate for the Treasury that they pald it out as they
did. If they had pald out everything in the years from 1622 to 1929, there would
have been a much more greatly shrunken volume of dividends during the depres-
slon to tax in personal incomes than there actualiy was. The new policy, if
adopted, would tend to incrense the violence of the flucfuatlons In the Federal
Government’s lncome, making dividends higher than otherwlse, whether other
:ax sources were higher and lower thau otherwise, when other tax sources were
ower.

Mr, Eomoxps. Here is the average. They paid 948 millions in
taxes, and their net income, after taxes, the average, was $1,630,000,000.
The dividends they paid were $1,838,000,000. In that period their
average shows something like $200,000,000 per year distributed more
than their net earningg in thet period; and that shows how the tend-
ency is to equalize the feast-and-famine proposition by wisely managed
corporations. . .

ator BaiLey. And to maintain the constant buying power.

Mr. Eomonps. Yes; to maintain the constant buying power and
employment. Let me speak on the third proposition, ;

enator BARkLEY. Let me ask you a question first. ¢

Mr. Epyonps: Here is my third point: I want to ask you gentlemen
if you have considered fully the relationship of this kind of tax to
unemcployment. I understand the tax bills are designed to raise reve-



BEVENUE ACT, 1936 81

nuo. - That ought to be their primary object, and their primary object
must be their most important object. - ‘ -

The Citammman. That is s0 stated in the bill. .. | .

Mr. Epomonps. Every thinking man must give consideration to the
fact that in this country there are millions out of work. How are
these millions %oing to be put back to work againt

I am very glad to say personally I have my own philosophy on
the subject. ﬁ’hile I haven’t introduced myself to you at the begin-
ning of my address, I will say that I was chairman of the Penn-
sylvania Tax Commission from 1924 to 1927. That is not a commis-
sion like the one that Mr. Stone presides over in Mississippi, it was
not administered to increase the revenue from taxes, it was to reduce
the revenue, like I said to the chairman of the Ways and Means
Committee. I was on the uniformity and reciprocity committee of
the State Tax Association. I was president of the National Tax
Association in 1032 and 1933. So at any rate I have given some
little thought on this subject. .

It is my very clear feeling that we would go out of the depression
only by encouraging new industries. It is the new industries that
must take up the slack of unemployment. How can they do that?
In our report w}ifgix'e you a special illustration of the Budd Co. of
Philadelphia. Edward B. Budd is a man who is a genius in dealin,
with metals. He siarted 30 years ago making automobile tops, an
he has a pretty large business along that line, For the last 5 or 6
years he has paid no dividend. They have spent 6 years in experi-
menting with stainless steel. They did not invent stainless steel, but
they did fabricate it, and they were the first comgany that was able
to fabricate it. 'They spent a million and a half of their accumulated
net earnings in trying to solve that problem. And what have they
done? They have given 2 new industry to the United States today.
Those zephyr trains on the western plains, for which the order. is
coming in now, is one of the thil(li;s that they-are fabricating this
stainless steel for, 'The Federal Government has required some of
this stainless steel fabrication for the superstructure of the war ves-
sels. Mr, Budd tells me that he has put into that development 600
men employees who were not employed a year ago. He has orders
that will increase employment possibly to 1,100 before the end of the
calendar year, .

Now, frenkly, that is the way in which you get out of the depres-
sions. Remember that every one of those 1,100 is probably, in Mr.
Budd’s case, the head of a family. , : :

Remember also what Colonel Ayres proved so conclusively in his
figures—that every time you give employment to a thousand men in
che productive line you give employment to about 900 more in the
servicing lines that are made necessary for the thousand that are
employed in that special position. The consequence is'that when it

ives an additional employment to 1,100 men you have practically
,000 men that are removed from the relief rolls at once.

Now, frankly, it scems to me-that the United States ought to
encourage those new industries, and I want to say that there is no
factor that has done so much for developing new ideas as tho
research departments that have been built up in the corporations
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with their surpluses, - That, in my mind, is the great feature, so far
as the life’s blood of our Nation isconcerned. . =~ ..,

We do not continue in this country in a static way. We are a
dyhamic' people. - We advance. If a manidoes anything this yéar
in one Way, he wants to do it better next year, whether it is automo:
bile, railroad, textile manufacture, or whatever it may be, . It is that
improyement that requires capltaf. o e

ow, how are you going to provide the capital if the whole pres-
sure bf the Government is put upon having net incomes paid out
as rapidly ds possiblef - R

Now, I submit to you, ;;entlemen, that from the point of view of
the Nation, looking at it from the point of view of getting ourselves
out of the situation that we are in now, I say that any possible
encouragement that is given to this experimentation is the thm¥ that
will evenually lead us into the list of new occupations that will take
up our slack. I.could tell you a lot more about that if you would
like to hear it. : ,

Senator Barkrey. I have no doubt of your sincerity and. your
earnestness in what you said. I appreciateit. You made some very
interesting statements about what we ought not to do in order to
raise this additional revenue which we must have. Have you any
suggestion a8 to what we ought to do in order to raise it? o

fr. Epsoxos. I will tell you v&;'g frankly what you ought to do,
sir.  You want to raise $700,000,000. Cut down expenses by
$700,000,000 and you are in just the same position. That 1s the only
answer business can make to you. We say in here that the Federal
Government ou%txet, to devote itself to its ordinary program. That, I
imagine, would be $4,000,000,000, and it ought to provide money for
unem[zloymc-nt relief, because the State and the local government
cannot take hold of it in this magnitude at the present time. Let us
say that would be $5,000,000,000, maybe 534 billion if you include the
C. C. C. camps. If you cut down the expense of 514 billion dollars,
business would be only too glad to =it down with you, because then
we would be on a stable basis,

Senator Barkrey. This additional income is made necessary be-
cause of the passage of the bonus bill, which is now an accomplished
fact, and because of the decision of the Supreme Court in nullifying
the processing tax as a part of the agricultyral program. :

Mr, Epyoxps. In other words, it is made necessary by the legista- -
tion of Congress. o

Scnator Barxrey. Well, the legislation was necessary because we
¢ould not have a genuine prosperity in this ¢ountry unless agricul-
ture shares in it, and although for 10 years you have been boasting
of artificial prosperity in other ¢lasses, everybody knows the condi.
tion of the farmer had been growing more serious all the time. -

Mr. Eparoxps, ‘Tf you will inake & bargain with me—1I will say it
you will not put on ‘me the sins of my party, I will not put on you
the sins of your party. .

Senator Barkrzy. 1 am not putiing on you the sins of any party.

Mr. Epyo¥oa. You talked of my 10 years’ boast, ]

Senatot Barxrey. I am speaking to you not in an individual way,
Tt was the bosst of business in the whole country. They are opposed
to any legislation that is designed artificially fo remedy a situation
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that was created artificially. Now, whether we were wis¢ in the

assage of the Agricultural Adjustment Act or not, it increased the

armers’ income over $3,000,000,000 a year, It ehabled him to begin
paying his debts and to buy some of the things that your factories
produce. You may or may not agree with that program, but it was
adopted, and it is the only one that has been adopted in 20 years that
worked, although the Supreme Court held it unconstitutional, which
they did way back in 1890, when we passed an income-tax law, and
which they have done some 65 times since the Government was or-
ganized in 1787. So there is nothing peculiar about the fact that the

upreme Court declared that particular law unconstitutional and
declared one or two others unconstitutional.

Mr. EpmoNps, Don't forget that for the income tax we amended
gxe \Co‘ins:i!ution. Why do not you amend the Constitution for the

Senator Barkiey. We haven’t had time. T do not know that it is
necessary. Personally, I hope it .will not be necessary; but we are
talking about a condition now produced by the effort of the American
Congress to stimulate agriculture and to stimulate industry, too. You
will admit that it was an artificial stimulation, but it was an arti-
ficial condition that brought about the necessity for stimulation,

Now, we have got this condition here. We have got to get soma
money. The question is: Where are we going to get it? If you
have got an{ idea as to where we are going to get it, I 'would like
to have it. It is not an answor to say that we must pay the expenses
of agricultural benefits that are already imposed on the Government
by reducing the expenses in some other branch of the Government
in the amount of some seven or eight million dollars.

Mr. Epyonps. I was giving you an answer that our committee
gives out, and it says very frankly that it is the demand of business
that you save this money by cutting dowp expenses. Now, let me

ive you my personal answer. I think we are tied to the cross, and
it is a very sad condition that we are in. I think that you gentlemen
have sometimes lost sight of the fact thataou are not suppoted to
be the heavy money spending ehd of the Government, Ordinarily
the Federal Government used to spend about 814 billion dollars; and
the State and local governnients spent 8 billion dollars. In place of
that I think you have got the Federal Government spending about
8 billion dollars, What is the result of thatl ' You are gradually
impoverishing the assets on which local governments are going to
sugeport themselves. o
nator Barkiey. We have to do that, because the local govern.
ments came to Washington and laid their burdens on the doorstep of
Uncle Sam. They said, “We have exhausted our resources, we liave
exhausted our taxing ability. We cannot borrow any money”
Therefore, Uncle Sam had to assume the burden. We had to assume
it or allow millions of people to starve or frecze. We did nct assume .
the burden because we want to do it. I would be glad to get out
from under it tomorrow, so far as the whole progratn of Uncle Sam is
concerned, if we could d’o it, but we cannot. K

Mg, Epmoxps. I am willing to agree that no man will put his héad

in the noose willingly. oo : .
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- The Cnammax. Your time has expired, but if you want to extend
it by adding anything elss you may do'so. . ’ o
.Senator Groroe. I want to ask one question with reference to the
bill. Assuming that under this bill a corporation may accumulate
reserves, on the aggregate, of approximately 80 percent of their
annual net earnings without a corporate-tax outlay, which is more
than under existing law, what have you to say on tgat int ¢

. Mr. EpMovps. My point is it loses sight altogether of the corpora-
tions that ought to accumulate all their earnings.

Senator Qrorge. I understand that 'you taﬁfe the position they
should be allowed to accumulate all their earnings.

Mr. Epyoxps. Yes.

Senator Grorge. On the average, would that not give you a fair,
healthy corporate structuref

Me. Eomoxps. I do not think, personally, that it would. I think
it would be an encouragement to established business that has its
surplus before January 1, 1936, and it would be a terrible discourage-
ment {o the young man who is starting out ir business with little
capital,

enator GeoroE. We cannot go back and remedy that.

Mor, Eoyonns. You cannot tax him back, but you can lift the youn
man out by putting him in such a position that he only pays as much
as competitive businesses do.

Senator Georae. The point I am asking you, would you say, as
a student of the subject, with practical experience and dealing with
practical affairs, would you say that the leeway there, the possibility
of retaining approximately 30 percent of the annual earnings, would
not give a necessary reserve to the prudent corporation, assuming the
policy of setting aside such part of it as might be necessary?

Mr. Eoxonos. No, Senator. Let me give you an illustration. I
incorporated 6 months ago a hardware business for $10,000, Prac-
tically all the stock is owned by a man who started in business 10
{ears ago, He is saving up the surplus. He is buying a houss for

imself and he wants to separate his corporate investment from his
rsonal investment.” That man will have to plow all of his earnings
mto that business for at least 5 or 10 years before it becomes a healthy
business that can compete with the other businesses in the cominunity.
It ic that man that you are hurting. : ‘

Senator GroraE. funderstand that. He has got some competitive
disadvantage by the fact that he cannot plow all of his earnings
back, but would it not develop, over a reasonable (feriod of years, a
fairl lstgrong, healthy corporate structure! Would that not make it

ssible ‘ :
poMr. Epyonps. To that 3uestion my answer is “No.” I think you
would discourage tremendously new business, and you would dis-
courage the small businesses that grow into the big businesses that

- seem to be worthy ‘of encouragement. -

Senator La Forierre. Under the illustration you gave the fact is
th&t‘under this bill that corporation would retain 40 percent, is that
true o

Mr. Epvoxos. I think that is true. It is 40 or 30 percent. That,
by the way, is the last point that I wanted to touch on. May I say
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this, Senator, I have a verg' hiﬁh regard for the Senate of the United
States. I hope very much, when ﬁou frame a tax bill that you will
frame it in understandable English. My feeling is that the bill jou
have got before you now does not contsin understandable English
for the average man. Now, I have read it, I have gone over it with
my partners, and it is quite clear to me that you cannot understand
it except by taking a practical illustration and working it out.

. The Cuarraman. We hope you will understand it when we finish it.

Mr, Epxoxnos. That will be fine.

Senator Kine. What would you think of a proposition to increase
the corporate taxes in four categories—15 percent, 16 percent, 17 per-
cent, 18 percent in the highest, and then increase the income taxes
upon individuals, increase the surtaxes from 4 to 5 percent, and then
increase the surtaxes on income in the higher brackets to raise about
gﬁr? 9 hundred millions of dollars, in comparison with the present

i

Mr. Epymoxps. It is better than the present bill.  The point of view
of our chamber of commerce is you ought to cut down Government
expenses; but it is better, because it is equitable under a general law,
and you do not throw on the little man the burden of employing an
accountant or attorney. This bill ought to be clear. It reguires an
accountant in computing tax matters. I am re?resen(ing the cham-
ber of commerce, which is on a little higher plane, but I say very
frankly you ought to have something here so that the average man
can know what you are for.

Senator Brack. Are you an attorney!

Mr. Eomoxnps. Yes; am an attorne¥.

Senator BrLack, What is the namo o your firm?

Mr. Epyonps. Edmonds, Obermayer & Rebmann, in Philadelphia.

(The report referred to by Mr. Edmonds is as follows:)

RepoT OF COMMITIYE ON TAXATION AND PUsLio EXPENDITURES

PHILADELPHIA CHANBER OF COMMIRCE,
‘ April 15, 1536.
To the Board of Directors, Philadelphia Chember of Commerce:

The committee on taxation and publlc expendltures respectfully subinits
the following report:

From the point of vlew of taxation, every citizen Is subject to three authosl-
tles, viz, the Federal, State, and local governments.

During the period of the depression additfonal dutles have been assumred
by each of theso governments, and as n result they have been obllged to reisa
additional funds, in some cases by taxation, other <ases by selling bonds, and
in other cases by dorrowing money on short-term lcans. The pressure v.pon
each branch ¢f government has led to the ralsing of money by any device that
may acon! with the temporary nocessity of the moment, and es a resuli the
tax system has becume unstable, uncertain, and unnecvssarily complicated.

At present the Federal Governmwent s’ considéring a1 now revenue measure
estimated to produce from $600,000,000 to $700,000,000. The State govesnment
has announced that there will bo a special meeting of the general assetably to
provide additlonal revenue for rell}f. Under these circumstances it is the
duty of all citizens to consider the general subject and to give their beet advice
to their reprosentatives. Cobsequenity we outline herewith the ccarses of
action which we Rre prepared to reccrmmend to our reprezentatives in Congress
and In the general assembly of the Btata. o
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1, OENINAL PRIXCIPLS

‘It 13 an often-quoted general principle that ordinarily the tudgets of gov-
eriment must boe balanced and that the corrent yearly income must equal the
carrent yearly oulgo. In a timeo of economi: strain it is esscntial that the
representetives should first exaniine the oulgo before they provide the Income,
On the part of the Federal Goveroment we would like to sce & careful scrutiny
of expensea, eliminating every extraordinary ¢xpense on the Federal Dadget
except the provision for the support of the utemployed, which at the present
time in too gteat to be provided! by State or local financés exclugivedly. Every
other form of expenditure except the ordinary program of government should
b}? brouight to a terilnation Bs speedily as poraible ant) tho Budg:t made up on
thls Lrsls,

Until this is done the buctdness fiterests of the country are compelled in gelf-
defensa to record thelr opposition to all new fonns of taxution, When expondl-
tures have been reduced to a minimum the business Ionterests of the couatry
should cooperate a suggesting methods of valsing revenue to the end that budgets
may be balanced and a stable fiscal condition re~ult. But it is uscless to expect
these suggestions from business until the werk of econotny has been dune or A
progcam for its accumplichment adopted,

1. FEDTHAL GOVERNMENT

There 13 now pending In the Congress of the United Stetes a propesition which
s cxpressed fn the report of & subcommlittee of the Committee ot Ways and
Mcans of the House of Representatives, but which at tha tirue of the peeparation
of {his report has not yeot been réduced to the form of a bill. In priuciple it s
propesed to abelish thie Federal corporation Incoine and capitai-stock taxes and
to rabstitute therefor n graduated tax upon the net earnings of corporations,
the rate increasing with the proportion of net earrings that shall be attained
after January 1, 1638, but not distributed as dividends to stockholders. It is
furthermore proposed to extend the norinal persoral fncome tox 80 as to apply
the same to the dividends which taxables recelve. It I3 clalmed that these
principles will result in a reduction fn the taxes pald by corprrstions to the
Federal Government, but in an increase in the returns of the personsl net fncome
tax to go great a degree ay to provide for the Jotses resulticg from the reduction
in corporation taxes, with net additionpal revenue in excess of $60(,000,000.

The proposal for a grad ated tax on net earnings of corjorativns not dis-
tributed as dividends 18 not new. It was corsldered fo Congresa in 1821 and In
later years, and it has frequently been advo-ated by those whose point of view
bas been fastened npon the relatively few corporations, some of which are mage
or less pergonally controlled And which b accumvlating net earnings save to
thefr stockholders the burden of paying personal income tax upct dividends
which might otherwise be declared. 1t §3 to be noted that under e¢xtsting law,
sections 102 and 351 (the latter enacted in 1634), provide a present wmethod of
taxing undue coporate surploses. The advocates of this principle covtend that
it an individual makes money he peys personal income tax thereon; that if a
partnership makes money the partuers pay income tax upon the entire amount
of the profits; but that §f a corporaticn makes money the steckbolders only pay
personal taxes upon so wuch of the carnings a8 may be distributed to them.

While thls argument is persuasive, we are convinced that 1t does not meet
the necessity of the American pevple at the present time for the fo.lowing
reasons : :

(a) Asa resylt of the prolonged depression the surpluses of many corporations
are exhaustod, and In fustice to the business they should be renewed without tet
or hindrance froin the Federal (Jovernment.

() While the argument that & stockbolder In a corporation {s fn a favored
position 83 compared with a partoer or an Individual has force, yet It entirely
overlooks the fact that the «orporatlon net income tax i3 desigred to meet
precisely thia situatlon. . sl

(¢) Eixperience has ehowr that in the larger industrial corporations the ac-
cumulation of a surplus ha, tended toward stabitity in dividends, provided the
average of ret earnings Is waintained, This stadility Ia dividends insutes a
regular Income to the stockholder and a stable income tax to the Governwent,
whereas legislation encouraging corporations to distribute all or a larger part
¢? their net earnings In dividends will inevitably result In a large dividend {n a
year of prosperity and n small dividend or no dividend in a year of depression,
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thereby depriving the stockholder of a rvegular dividend, and, furthermore,
promoting wide varistions in govcrnmental lncome! The new proposal will
doudtlows encoursge an immediate {ocrease in dividends, which, under present
conditlons, will be a sigu of & temporary prosperity rather than a herald of a
permaneot prosperity.

(d) The proposal Joszs sight altegither of the great vie which has been nade
dy maby fndastrial corporations in the bullding up of business and plan through
thie wise use of surpluss. The eyperience of the Ford Motor Co, which today
represents an Investment oot of earnlngs of $700,000,000 and gives etaployment
directly to 70,000 1een and indirestly to thousands additional from an origtnal
cash investment of $40,000, is an iMustration of this principle. We are con-
vinced that the wag out of the Jdefression 13 through the development of new
ideas, and that cothing 18 go conducive to such a developent as the wise use
of corporation carnfugs In resarch, analysis, and experiment In order that
new ideas may bo prepared for the roarket. As an fllustration of what can be
done along tbis line, we refer (o the example of the Budd Co. in Philadeiphls,
whbich spent more than one and one half million dollars frony its surplus and 6
years in experimentation upon stainless wteel before an adequate inethod of
fabricating this product cou'd be developed. As a result this branch of the
Budd Co. ts today employing 600 min who were not employed 2 years azo, and
hag already received orders which “afll require 3,100 ewployees In this depart-
ment, this being a substantial fraction of the 6500 men presently epip'cyed in
the plant, This company affords an excelient illustration of the way tn which
uocployment cap be relieved through the development of new ideas,

In a general v - -, the English proinole ncw {deas by the sale of stock, but this
g:!an is not In harmony with the Arcerican tradition. We believe that it would

difficelt to finance new ideas In America by the sale of stock to any adequate
degree. Industrially speakliog, our country Is dynamic and not siatic. We
expect contlnuous improvements In process and [deas, and these Improvements
have been developed in large measure through the practice of putting tack inte
the industry earnings of our businesses, reaulting in larger plauta, greater
facilities, new ldeus, and additional employment. It will be a sorry day for
America when [ts Qovernment should decide to discourage this practice,

(e) It i3 to be noted that the suiyestion contalned in the report of he sub-
committee will not result In talancing the Budget §n 1837. If the income of
the corporation 13 not distributed as dividends until after the first of the yeat,
it will be ancther year before it {5 reported in the income of the icdividual
stockbolder. It {s appareat, therefore, that this taxing plan is pot basel upon
any idea of bringing the Budget into prompt talance.

(f) There are a number of other objections lo the proposed plan of taxation,
such as the necessity for elmlnating corporations engaged in banking and
fnsarance where the growth In surpjus is necessary in order that they way
continue their service to the publle, the stalus of corporations which have
borrowed extenslvely during the period of the depression and are under con-
tract to repay their debts, tbe status of those corporations which are required
to restore depleted sinking funds or capital before they can dlstribute any
dividends to thelr stockholders.

For al} of these reasons we subrait that the plan of taxation now under con-
slderation before the Natlrnal House of Representatives 1z flscally unsound
and will work an econemic bardship on the American people, delnying the
perlod of recovery which is so profoundly desired.

Uunder these circumatances we advice our Representatives in Congress to con-
slder firat the outgo of Governinent, and when a sane figure for ordinary
expenditures, together with the welfare need jndicated above, has been deter-
mined, then to consider the question as to how the money shall be vafsed; and
in thls efort the Philadelphia Chrmber of Commerce will be glad to céoperate.

11n the period of 11 Lears, 10%3-33, fnclusive, the following resuits are noted: (1)
Alljed Cremical & Dye—bhas pald dividends in each yiar, and for 2 years the dividerds
wera In excesy of the net Incdime; ('Itz‘ American Tele;hone & Telegeaph—hat pald divi.
dends In each year, and for 4 jears tho dividends were In excess of the net bucome: (3)
Oeneral Xiectric—bas paid dividends In each jear, and for 4 ycars the divide ads were In
excess of the net fncoma; (4) Unlted Btater Steel—has pald gome dividends each year,
ard for & years the dividends were 1n cxcess of thé net income, and for 3 of these years
there was 'a defieit; (8) Westinsdoure Electrie & Manufacurieg--tas pald ‘some
dividends in rach year, and for 5 yrara the dividends were In excess of th2 net income,
and for 3 of these years there was s deficit,



88 RRVENUB ACT, 1038

III. BYATY GOVERNMENT

The Governor of Pennaylranin has announced that the geoeral asscimbly will
meet In spedial sesslon In the week of May 4, and it Is understood that one of
tke primary D3eds of the sessior will be the provision of addiicnal revenue for
problems arising out of the spriag floods and vnemployment relief.

During the 1ast 10 years tie State of Pennsylvania has enacted 18 new
taxes; of which 8, not inciuding the personal Income tax, which has bLeen
declared to le unconstitotional, were enacted fn 1885, We recviumend to the
Governor and the legislators the careful conzlderation of the following questions:

(a) What 1evenue bas been prodoced by the eight new taxes fmposed in 1033,
?nd wm?t may falrly be expected for the biennium for which these tuxes were

mposed

(b) What has becn the cost of collecting this revesue?

(0) Are thete upy of the ordinary custs of State gorerument which can be
reduced In order to provide a fund for tbe unemployed? It will be recalled
that the gpeclal sesslen of 1032 reduced the Iludget approptiations by a sum
in erx«ss of $18,000,009 in ordar to provide funds for unemployment in tbat
year.

(@) In view of the wide Cisparity in the estimates emanating from {n-
forued sources, we a3k the quastion:

What Is the real nced In Pennsylvania to provide for its unemployed, and
is 1t not possible that this nrad can be cstimated with sufficlent finality and
accuracy to satisfy the taapayers?

When these quettions have been adequately answered, we belicve that Penn-
sylvania will be ready to provide the fuuds necessary to c¢ure for Its unem-
ployed. hut until these quea:lons are adequately answered, it will be difficylt
to sccure the ¢ooperation of the tax-peylng pubile

IV, LOCAL GOYERNMENT

We commend the city of Philadelphia wupon tho lmprovement In tax
collectlons.

The recelver of taxca reports ror the first 3 roonths of 1430 that total clty
taxX collectionn from all sources were $47,790,581, an increase of $3,025,200 over
last year. There Is an incrcase In the collections of city ta. 8, school taxes,
personal-property toxes and delinquent taxes. There fs a small decrease in
watler rents.

Recent negotiations which have been pending in the United States district
court tuggest that it 18 possible that a settlement may be reachel between
the city of Philgdelplia, the I’hiladelphla Rapld Tran:it Co., and the owners
of the underllers is the transit systern. It Is propceed that the consideration
for tha purchase of the underllers shall be paid In Philadglphia bonds. In the
event tlat these negotiations result in an {ssue of municipal bonds and the
payment In cash to the underllers, we recomuaend to the mayor and clty couneil
the adviaabllity of suthorizing an fssue of serial bonds tor this purpose. In
1927 the Phlladelphia Chamber of Comirierce appointed a speclal committee
to consider the r.lative advantages of serial and slnking-fund bonds for the
city, conalsting of Sydoey P. Clark, Frank M. Hardt, Edward Hopkinson, Jr.,
Walter E. Long, Roland L. Teylor, and Joseph H. Van Dorn. This cominittee
unanimously recoummended serlal bonds. ‘The chalrman of this subcommittee,
Mr. Clark, has prepared a8 memorandum whick §8 attached to this report which
fndicates the practice in other Amesican cities.

Durlng the rast 6 years there have been a nuaie. of disputes with reference
to the adminlziration of the sinking funds and the approoristions which should
be made fro1d the public treaguiy. We believe that the time has come to
fnaugurate a syztein of serlal bonds on which the appropriation for Interest
and retitericnt will be a definite matter of computation without requiring the
intervention elther of expert accountants or of the courts of law.

It 1s to b noted that the city Is under the Immediate necessity of providiug
additlonal nioney for the sirking fund. Under the ded=zion of the Rupreme Court
on January 6. 1638, the ciiy wa3 directed to pay forrhwith to the sinking funds
the sum of $7,667,015.04 for the requireinents of 193(i But $1,000,000 has thus
far been provided, and we recommend to city coniell t) formulate at once a plan
for this payment, and to thls end to inaugurate a policy of strict econowy in the
muaicipal basiness.
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¥. OOXCLUSION

. We remind cor representatives that It is pribable that at present 20 percent
of the grosa income of our pevple §8 heing used for the expenses of goveroment.
It we Included the entire expenditures of government, including loans for cur-
rent expenses, we would be obliged to say that the total outlay of governwent in
the United States at the present tirae represents more than 30 percent of the
gross lneame of the people. It fs i poscible to expect that busiuess will expand
0 as to take up the slack in unemplu)ment so long A3 this conditiun exista
Business npocds stability In taxation {n order that plans may be formed for the
future, and such plans &re essentizl in order that unemployment may be reduced
to a minimum,

We present these guggestions in the strong hope tbat the polnt of view here
prezented may meet with the approval of cur legislators acd thereby pave the
way for a restoration of prosp-rity,

Respectfully submitied,

Paxarion axp Punt1io ExprspiruRes COMMITIFE

Memorandum for: Philadelphla Chamber of Commerce.
Prepared by: Mr, Sydoey 1, Clark.
TAXATION AND PUsLI0 Exrexpitvazes CoMuITTes,
April 15, 1936.

The conclusions and secommendations contalned in the report of the subcom-
mittee on serfal bonds of thie comruittee en taxation and public expeadlitures of
the Philadelphia Chainber of Comraerce, dated January 1027, hold true today,
We are, therefore, ontlining fn this memorandum the practices followed by cer-
tatn munfcipalities fn the United Stater and in the State of Pennsylvania, other
than the city of Pbiladelphia with regard to the {ssuance of munieipal bonds in
elther term or serial form. For purposes of comparison throughout the Untted
States we feel that an examination of the form of debt outstanding in cach of
the first 10 citles of the country will serve to indicate the general practice and
trer.d. The firet 10 cltics of the United States in population are as follows: New
York City, N. Y.; Chlcago, Iil.; Philadelphia, Pa.; Detreit, Mich.; Los Angeles,
Calif.; Cleveland, Ohlo; St. Louls, Mo.; Baltimore, Md.; Bostop, Mass.; and
Pittsburgh, Pa.

New York Oity, N. Y., population 1830 consut, 6930446

The c¢ity of New York utilizes both forms of municipal bonds—sinking fund
and setial. The sinking fund, or term bonds, are known a8 “corporate stock™
and matore within 50 years after date of issue. Corporate stock usually is
issued to finance the cost of capital improvements of a revenue-producing char-
acter, such as water, rapid-transit and dock properties. Serial bouds are fssued
to finance capital improvementr. - nd the finat serial maturlty must not exceed
the life of the improvement fincuced, and the maximum maturity in any case
wust not exceed 50 years. As of January 1, 1035, there was outstanding cor-
porate stock {n the amount of approximately $1,653,000,000 par value, and serial
bonds in the amount of approximately $442,000,000 par valge.

Ohtcago, H1., population 1989 consus, 3,376,438

The city of Chicago had outstanding in December 1835 approximately $208,-
000,000 par-value serial bonds, and approximately $32,000,000 sinklng-fund
tonds. The sinking-fund bonds were {ssued in 1633 and 1935 for refunding
purposes.

Philadelphia, Po., populalion + ) census, 1,950,961

In December 1835 the city of Philadelphia had outstanding approximately
$£360,000,000 par-value bonds, all of the sinking-fund type.

Detroit, Midh., population 1930 census, 1,568,662

Detroit presents a special situstion fnasiguch as the city defaulted on its
debt service in February 133 and effected & reorganization of its debt which
became operative about a year later. Briefly, the city of Detroit refunded prin-
cipal amounts of bonds maturing up to July 1, 1943, Into 30-year bonds bearing
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the same coupon rate and callable any i{ntereast date at 100, It is to be noted,
however, that as market conditions have warranted durlng the past 2 years the
city of Detroit has called certain of the 80-year refunding bonds referred to above
and replaced them with serlal issues,

Los Angeles, Calif., popuiation 1930 cemans, 1,238043

In Decemaber 1835 Los Angelea had outstanding spproximately $195,000,000
3&{ va}lm bonds, all In serlal form, with the latest maturity 40 years from
&t O

Clevelond, ONio, popxlation 1930 ceneus, 900,529

In December 1835 Cleveland had outstanding both types of municipal bonds—
sinking fund ana serfal. All of tbe sinking fund, however, were fssued in 1921
or prior thereto. The city has {ssued serial bonds since 1914 along with sinking-
fund issues. MHowever, as noted above, no sinking-fund bonds have been issued
since 1921. 'The approximate relative par valve of each type of bonds out-
gtanding in Decerber 1935 i3 as follows:;

SInking-fund boDGS oo e emcmmecmcccceea $21, 000, 000
Ber’al DOBGSac v am e e et cmeeemcc s ee s 07, 000, C00

8t. Louls, Mo., population 1930 ccnius, 821,960

The city of 8t. Louis has outstanding both types of bonds, sinking fund and
serlal, Uatll 1835 all sioklog-fund bonds were dated 1923 and prior thereto.
In 1935, hovrever, the city issued approximately $2,600,000 par value of teriu
bonds for r:funding purposea. The approximate relative par value of each
type of bonds outstanding in December 1035 was as follows:

Sinking-fund bends cmcem————an £3, 700, 000
Serfal bonds. oo e ccmemaneen 13, 600, 000

Jeltimore, Md., population 1930 cernsus, 804574

In December 1935, with the exception of approximately $S00,000 par value
sinking-fund bonds, issued in 1033 and 1634, the clty of Baltimore had out-
standing approxiinately $58,000,000 par value terin bonds, dated 1812, or prior
thereto, and approximately $130,000,000 par value serial bonds,

, Boston, Mazss., population 1930 census, 781,188

Boston continues to utllize both typeas of municipal bonds, sinking fund and
serlal. The approximata relative par value of each type outstanding fn De
cember 1035 is shown below:

Sinking-fund BoONnds c oo oo crececce e $88, 700, 000
Serlal bonds..__...__.__ . 000

It is interesting to mote, however, that of the approximate par value of
sivklng-fund bonds outstunding, noted above, ounly approximately $19,000,000
par value have been issued since 1630,

Pittsdurgh, Pa., population 1930 census, 669,817

In December 1935 the city of Plttsburgh proper had outstanding only serlal
fssues. There are certaln small political sabdlivistons which have been Incor-
porated within the city at vartous times and whose bonds the city has assumed.
Of these assumned bonda approximately $1,000,000 pat value are of sinking-fund
type and are dated 1021 and prior thereto, cerial bonda of the city ot Pitts-
burgh Ioutstanding in December 1635 amounted to approximately $69,000,000
par value, .

The first 10 citles in Pennsylvania in point of population are Philadelphla,
Pittsburgh, Scraoton, Erle, Reading, Allentown, Wilkes-Barre, Altocna, Harris-
turg, and Johnstown. We have considered Philadelphia and Pilttsburgh above
in the first 10 cities in the United States, o we will eliminate them from con-
slderation In Pennsylvania.
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Boranten, Pa, popelotion 1930 cenang, 143,438
All of the bord issues of the city of Bcrantor: are la serial form.
Lrie, Pa., population, 1930 centus, 143,433

The city of Erie has a total of §325,000 term bonds, all {ssued Jn 1918, The
balapce of approximately $7,000,000 par-ralue bouds are all in serlal form,

Reading, Pa., populalion, 7830 censue, 115,967
The clty ot Reading has a total otbnrproxlmalely $120,000 par-value term
alar

bonds, issued in 1012 and 1013. The ice of approximately $8,750,000 par
valpe of bonds are all in gerial forio,

Allentosen, Pa., population, 1839 cenaue, 92,563

The cily of Allentown has approximately $2,400,000 serial bonds and spproxi.
mately $2,000,000 par value of tenin bonds, No sinking-fund bonds have been
issued by the city of Allentown subsequent to 1929.

. Wilkes-Barre, Po., populailon, 1930 ccnaus, 86,626 }
All of the ouuland;ng bonds of the city of Wilkes-Barre are in serlal form,
Alteona, Pa., population, 1930 census, 82,054

The city of Altoona has approx'mately $1,500,000 par value of serial bouds
and approximately $3,200,000 par value of sinking-fund boads.

Harrisburg, Pa., population, 1630 census, 80,339
All of the outstandiug bonds of the city of Harrisburg are fun serial form.

Johnsiowon, Pa., population, 1930 ocendus, 66,993

The city of Johnstown has approximately $1,000,000 par valuve of term bonds,
ggtgd 1022 or prior thereto, and approvimately £3,300,000 par value of serial

nds. '

Without golng further nto the division between sinking-fund and serial bonds
in othber individual citles, It is true that in Pennsylvania and throughout the
g?stedhsmtcls as 8 whole the sinking-fund issue s the exception and the serial

sue the rule, .

Practice of nine largest cities in the United Btales as ta {ssuance of sinking-
fund or ecrial bonds

A ximate number oulstand
' N \on ppee December 1935 iog
City 1 1930 census Peccent
Cent
8inkisg fund Serial coral
NOF YUK ereeaeieerrsemeeraesaaneereeesnennns 690,448 | 31, 603,000,000 | Hzow.ow| 2.7
Ch oo 1Yt ] 2,000, 308, 009, (K0 8.8
Philadeiphia. 1, 950, 941 860,000,000 f.-voceszovrancloraosznen
Los Anreles LUKOS |oaey s & 130
Chivcland. 000, 479 25, 000009t 9, g& 2%
1 £21, 900 3 x0,000 | 18 &0, 35.00
Bahimors M, 874 R %0000 | 130,000, 06) 588
0ston. 981,158 84, 900, (00 90,000, 000 0.3
Pittsburgh 9,17 11,000,000 | 00,000,000 ) 3
1 On small political satdivistions whoss bonis the city peopar has sssumed, 1 All boods.

(Det)rolz omfited from nbove list because of aituation doscrlbed In cnelosed
report.
: The above igares gre subject to comments in the attached report,

6855 —36-—T ’ ’
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Practice of ¢ight largest cities {n Pennsylvania (excluding Philadelphia and
Pittaburgh) as to fssuance of sinking fund or serial donds

Approximate nuinber outstanding
December 1

Population
Cly 1920 census

Sinklng fund|  Serls P;em?x

143, 433 ) 100
1&967 rz,gm.ooo $5. 85
1n,an 8,750,000 97.83
92, 363 2, 400, 000 4828
84,626 ) 100
82,04 1, 309, 000 ne
Harrisburg..... 0,339 1) 100
Johnstowan 68,90 3 000 7674

1 All bonds. .
The above figures are subject t» comments in the attached report.

STATEMENRT OF M. L. SEIDITAN, REW YORK CITY, CHAIRMAN,
TAXATION COMMITTEE, REW YORK BOARD OF TRADE, INC.

‘Che Cramnian, Mr. Seidmau, you are chairman of the taxation
committee, New York Board of Tradet

Mr. Seipyaxn. Yes, sir.

The Cratrman, Afl right; you may proceed. :

Mr. Sewyan. Gentleman, this bill proposes, chiefly, an undis-
tributed profits tax on corporations, In actual fact, it'is not a tax
at all that is proposed, but a penalty, leveled against corporations
who fail to distribute their entire net it ne to tﬁeir stockholders.

Senator La Forierre. How can you make that statement when
it is a fact that under this bill a corporation can retain 30 percent if
it makes more than $10,000, if it is undistributed and pays less tax
than it pays now, and the corporation that makes under $10,000 can
retain 40 percent? ) ’

Mr. Semdean. That is true; but inasmuch as a corporation is let
go scot free if it distributes all of its income, then necessarily,
to the extent that it does not distribute it is penaﬁized. That is the
extent of my statement,

Senator Lo ForLerre. Your statement is not a correct statement
concerning this bill, as I understand it. .

Mr. Seryman. I say if they distribute all of their income they go
scot free. If they distribute all of their net income, they go scot free
of tax. If they do not, they must pay as much as 42145 percent of
their entire net income, or an equivalent of 73.9 percent of the net
income retained.

Senator Barkrey. If they do not distribute anything, then the
stockholder goes scot free. So somebody is going scot free in any
event.

Mr. Seipdran. If they do not distribute anything, there will be no
dividends to the stockholders to be taxed.

Senator BarsLEY, Sure. . .

Mr. Sepsran. I say this, gentlemen, that charging a business 73.9
percent for the right to retain its own working capital is an outrage
under any tax system and under whatever name the tax is imposed.

Senator La Forieite. You do not think, do yoi, that the stock-
holders have any right to any earnings?
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Mr. Serman. T certainly do. I think it has been’ demonstrated
this morning that stockholders have reccived carnings to pay a
surlax on, : )

Senator Br.:a&. Do you think it is an oulra[io for an individual to
pay 73.9 perocat. if he makes that much profit

fr. Setoy 7. I certainly do. .

Senator Brack. 8o you are opposed to the income tax in the high
bracketst

Mr. Semyan. I think it defeats itself.

Senator LA Forrerre. This is one of the loopholes we want to plug
up so it will not defeat itself, .

Mr. Sripman, (entlemen, may I have the privilege of making my
statement completely, and then I will bo delighted to answer the
different questionst

Senator Brack. Did you place in the record y&fiir business?

Mr, Serpman. I am & certified public accountant.

Senator Brack. You appear in your own capacity? ‘

Mr. SeibMaN. I appear as the chairman of the tax committee of
the lllqew York Board of Trade, and not in my individual capacity
at all. '

Senator Brack. Are you employed by them or simply representing
them voluntarilyt )

Mr. Semdran. I am chairman of their tax committeo and a mem-
-ber of their executive committee and a member of the board of
directors. : . '

Senator Brack. You are not employed by them$

Mr. SemmaN. I am not employed by them.

Senator BargrEY. Are you a member of a firm of certified public
accountants? :

- Mr. Sxipman. Yes, sir.

Senator BikkLry. What is that firm?

Mr. SeioMaN, Seidman & Seidman, .

- Gentlemen, theré is’just one thing definitely known about the pro-
Egged'bill. It will abandon an assured revenue totaling $1,l32,(§)0,-
, in exchange for something which is highly sreculative and
entirely conjectural in its revenue-producing poseibiiities. :

The theory of a corporate undistributed profits tax has been dis-
cussed from time to time for nany years. Never in this country,
‘however, and seldom anywhore elss, has this theory been put to the
test of actual, practical experience. As against this, our present
system of taxing corporate g)mﬁt‘s and dividends is oite which has
‘taken us almost & quarter of a century to evolve, It has been pet-
fected by numerous congressional enactinents, and it has been clari-
“fied by thousands of rulings and judicial interpretations. At a time
like the present, when the need for revenue is so great, when we aro
spending so much more than what we are taking in, when business
is recuperating from the worst depression in our historﬁ, and when
industry is so sensitive to every disturbing influence, how can we
}x)ssibly afford to gamble such a vas’ sum of kpown public revenua

or what is so much an adventure into the wi’ “.rnessi

Much criticisin has been directed against the basic theory of the
undistributed-profits tax. I believe that many of such objections can
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be overcome by a carefully thought-out bill. Such a bill, however,
cannot be born in haste, as, in fact, the bill before us has been. In
my opinion, this subject cannot possibly be dealt with adequately
by the present Congress during an election year. I will, neverthe-
less, direct my remarks to some of the specific provisions of the bill,
on the assumption that this Congress is going to enact an undis-
tributed-profits tax and that we might just as well get the best pos-
sible bill under the circumstances. .

In directing mi criticism to this proposed bill, you gentlemen may
be intercsted to know that I am not antagonistic to the theory of
an undistributed-profits tax. As a theory, there is much to commend
it. But for the plan to have a chance for a successful career, it must
ba initiated under conditions very much more favorable than those
cxisting today. It must also be entered into with the clear under-
standing that the plan is a highly experimental venture and that it
will call for some very delicate adjustinents in our economics in the
process of shifting from one method of taxation to the other.

In any event, the plan will be doomed to failure, and to bo the
cause of some serious dislocations, if it attempts to penalize corpo-
rations too severely for tho privilege of retaining necessary wm‘kmﬁ
capital and reasonable reserves. Likewise is it bound to meet wit
failure if tax rates imposed upon the income of individual stock-
holders are so high as to discourage the continuance of investment in
productive onterprises. As long as tax-exempt sccurities are avail-
ablo to investors having large taxable incomes, any scheme calcu-
lated to force corporations to distribute earnings for the sole pur-

of adding to the stockholders’ taxable income means so much
additional presre against such investors té escape taxation alto-
gether by converting their investments into tax-exempt securities.

Senator Barxiey. Why do you specialize on this administration?
All administrations have done that, haven’t they? Why specialize
on this onef | Co

Mr. Seioman. I do not think we have realized the seriousness of
the tax-exempt security and the damago that it causes until very
recently.

Senator Barrrey. We cannot deal with that question now, because
in all Jikelihood it would require constitutional amendment to tax
all tax-exempt securities. ,
beMr. Semsan, If it does, then the quicker we got it started the

tter, ‘

Senator Kine. Mr. Witness, I doubt very much if you are includ-
ing State tax»exemﬁb securities and other political subdivisions. I
doubt very much whether the people of the States would be willin
0 have the Federal Government tax their securities, but the F
Government may tax its own. : .

Senator Bargrey. It now taxes them on surtax, Senator. There
is already a surtax on them. )

Mr. Semaan. On somo of them; yes. I say a move of that kind
would be more convincinﬁ than almost anything else that has been
said or done to reform the tax system. think that is one of the
most serious evils in the tax system. - !

Senator Bakkrey. I suppose it is not worth while spending time
on it, but have you ever figured that if you tax all of these public

edera
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securities, like the bonds of States, counties, and . cities, and the
United States, which bears a low rate of interest because of their
nontaxable character, that the interest rates would be raised and that
the people would have to pay mcre interest on their public obliga-
tions? It would be the same as taking money out of one pocket and
putting it intd another.

Senator Kina. And furthermore, the bonds would sell for less.

Mr. Seipman. Gentlemen, there is no question but what that is
absolutely correet, and {et I say a tax-exempt system of any kind
has no place in a republie.

‘The Cita1rMAN. And we all very much agree with you.

Senator LoNeroan. If it will give the witness any moral support,
I will say that I am in hearty accord with his views.

Mer. Szipyan, The maximum normal and surtax rates now total 70
percent. In addition,. there is usually a substantial State income
tax to bo reckoned with. There is thus almost complete confiscation
of income in the top brackets. The only haven for the taxpayer in
that position is the tax-exempt security. It is useless to impose any
such tax rates and expect to collect thein to any substantial extent as
long as that avenue of escape exists. ‘The proposal to eliminate tax-
exempt securities has been made to the Congress almost annually, but
always it has been sidetracked. It would scem that tho least that
should be done in that regard is for this administration to stop
pouring out additional billions of dollars in tax-exempt securities.
That would be more convineing evidence of good statesmanship than
almast anything else that has been said or done to reform our tax
system. : : )

)For the year 1036 it is estimated that 247,000 corporations will
report taxable income. Of these, some 214,000 will have net incomes
of less than $10,000. The remaining 83,000 will have incomes in
excess of $10,000. Thus, about 87 percent of our corporations are
comparatively small ¢nterprises. In the main, they have perhaps
just about enough working capital with which to carry on, if such
working caij’ital is suppicnented by the usual credit facilities of
commercial banks. As to the larger busincsses, their financial set-up
ranges perhaps from bare insolvency ta extreme liquidity.

Maeny of the largest and stronglgst of these companies have accumu-
lated enormous liquid reserves. ‘They are in the best possible position
to avoid the payment of a penalty tax for failing to distribute all of
their current income in dividénds. It thusappearsthat under the pro-
posed plan it is the largest and most successful companies that have
the most positive assurance of going scot free of tax. At the other
extremo are the corporations for whom the distribution of any part
of their current income will be utterly impossible. These are the
companies whose reserves-have been seriously depleted hy 6 years
of severe operating losses. It is thay who are most entitled to avoid
the paymént of the penalty tax but are least likely to be able to do so.

Senator Georoe. We make some allowance here for deploted capital.

Mr, SEipMaN. Yes, sir. I am referring to those companies at the
other extreme who cannot distribute income, I have covered the
companies who can distribute income. .

In referring to depleted reserves, I do not necessarily mean that
these companies have no surpluses. Their balance sheets might show



98- BRRVENDE ‘AT, 1936

substantial surpluses over and above paid-in capital. But business-
men understand that a corporation’s surplus, as shown by its balance
sheet, is seldom represented by cash or its equivalent. Quite to the
contrary, such surpluses are usually tied up in plant, equipment, and
merchandise inventor{. . - .

It is a well-known fact that the only way in which some businesses
can obtain additional funds is by reinvestment of their earnings.
Even to the large, well-financed corporation which has managed to
back its surplus by cash and liquid assets this plan will tend to dis-
courage the draining of existing reserves. For they will know full
well that such reserves cannot be rebuilt through the avenue of earn-
ings. The freezing of such reserves is bound to-have the exact oppo-
site effect to what was intended. Instead of corporate reserves being
spent, thereby creating employment for the unemployed, they will be
frozen in the fear that they are not replaceable. .

It is this very liquid capital that has been most severely depleted
during the depression. That is the part of a company’s financial struc-
ture that must be rebuilt if ever we are to be on the rvad to full re-
covery. Yet here is the very point where the undistributed profits
tax will make recoupment of accumulated losses impossible, or at
least so costly as to appear undesirable, |

Because of the penalty against the small and underfinanced cor-
poration, there is bound to ensue a wholesale shifting in the method
of doing business from the corporate to the partnership form. There
will thus be lost to the small business the advantages accruing to its
Inrger competitors who conduct their businesses in corporate form.

There would certainly seem to be something dead wrong with our
process of reasoning when we profess to fear control by “big business”
and yet legislate to keep big businesses big. That 18 exactly what
this proposed plan will do. For even the corporation with a $10,000
incomo will have to pay a tax equal to 42 percent of income retained.
In other words, if it retains $100 of income, it will have to pay out
$42 to the Government, assuming $142 is its entire income.

Senator Kino. You mean net income? ‘

Mr. Seipyman. Net income.

Senator Groroe. That is where it keeps it all. :

Mr. SeyaN. No small business can survive any such cost for ilg
working capital. We recommend therefore that the proposed rates
in order to be workable and effective be substantially reduced. Also
that they be simplified into a single schedule. This can be readily
accomplished by allowing smaller corporations a tax exemption on
the first $2,000 of income.

I think that would simplify the whole complicated rate-schedule
structure,

In the matter of taxing the stockholder, it is generally conceded
that a tax on the corporation is in effect a tax on the stockholder. In
that regard, Chairman Robert .. Doughton, of the House Ways and
Means Committee, recently stated in part, as follows: ‘

The eamings withheld by corporations add no less to the wealth of the
shareholder than the earnings distributed In dividends; for the reinvestment

of corporate carnlngs becomes reflected in the stockholder’s share of the net
worth of the coropration and in increased earning power,

R}
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Also—

To the extent that corporations do not dfspurse thetr current earnings, the
additional revenues will be cbtained from higher corporation {ncome taxes cor-
responding as near as may be on the average to the rates that would have been
by thelr shareholders It corporate earnings were fully distributed.

The point he is trying to make here is we ought to tax a corpora-
tion that dces not distribute at about the same average tax rate as
the normal and surtax would be imyosed against the individual
stockholder if the distribution were in fact made. .

With this as the background for the tax and the rate on undis-
tributed profits, one wonld suppose that once the corporation has
paid a tax equivalent in amount to both the normal and surtax rates
on individuals, such tax-paid income, if thereafter distributed, would
‘be tax free in the hands of the shareholder. How great is the shock,
therefore, to find it l;‘)rco sed that such income be again taxed in the
hands of the stock olcﬁors; and not alone for surtax purposes as
heretofore, but for normal tax purposes as well,

Here is a rank inequality in taxing business profits. It certainly
runs counter to one of the avowed purposes of the law which in the
words of the President himself, sceks “a fairer distribution of the
tax load among all the beneficial owners of business profits, whether
derived from unincorporated enterprises or from incorporated busi-
nesses, and whether distributed to tﬁe real owners as earned or with-
held from them.”

Why is not that a proper and fair thing to do if equity is what we
seek in taxing businesses atike?

Senator LoNEroaN, I would like to ask a c‘ucstion at that point of
one of the Treasuly experts about the double taxation, Suppose a
corporation invests part of its funds in the stock of another cor-
poration that has already paid its tax on the earnings of the stock,
the new ownership would have to pay a tax on that, would it not?

Mr, Torney. Those dividends received went into their net income
the same as any othor net inccme and the tax depends on what the
receiving corporation does in the way of dividend payment.

Senator LoxeroaN. I would like to ask the witness'a question on
that point. Do you regard that as double taxation? I very much
regret that I dig not follow you, Supposing corporation A owns
stock in corporations B, C, D, 13, F, and G, and down the line, 25
of them, and all of those corporations have paid to the United States
Government a tax, and corporation A has invested in those securities
as a means of finding a safe place to invest for the building up of
reserves, my question is: Is it ?air for corporation A to pay a tax on
the earnings of those investmentsi Is that double taxzationt

Mr. Seipman. It certainly is if the corporations were taxed inde-
pendently and then we just distributed to the upper holding company
and it is taxed again.

Senator LoNeraan, Yes,

- M=z Seipyan. That is the worst possible form of double taxation.
- Senator Brack. Suppose a corporation makes $100,000 and it de-
cided ;c keep $50,000 in reserve; it pays a tax on that $50,000, does
3t not ‘

Mr. SemymaN. The corporation has earned $100,000 and has re.
tained $50,000 in reserve? .
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Senator Brack. Yes, .

Mr. Sepax. Distributing the remaining $50,0001
hSenator Brack. I am talking about the first %50,000. Who pays
the taxt )

Mr. SEmaan. Under the plan here proposed i

Senator Brack. Who pays the tax on thatt .

Mr. Stipyan. The answer to that question directly is the stock-
holder pays the total tax either directly or indirectly.

Senator Brack. Who paysit? Out’of what fund does it comet

Mr. SEinyan. It comes out of the corporation’s assets, of course.

Scnator Brack. The first 250,000 is held in reserve, it is put into
the cor(rorate fund. Who pays the tax on the $50,000 that is dis-
tributed? ‘

Mr. SemMman. The stockholders, L. . '

Scnator Brack. Do you find any double taxation in that particular
instancef ' :

Mr. Seipyran, Noj but you have got o

Senator Brack (interrupting). The is the whole plan.

Mr. Srewpman, You have an’ illustration_there of a corporation
that has had $100,000 of its income taxed. Its entiré income,

Senator Brack. You stated that this bill ptovides for double taxa-
tion. 'The bill provides for the part of the profits reserved that the
taxes are to be paid by the corporation, and for. the part of the profits
that is paid out by the corporation the taxes on that shall be lmd by
the person to whom it is distributed. - Do you call that double taxa-
tion ¥

Mr. Seipman, I said double taxation appears only at this point:
Where the cor]goration, to simplify the example, retains all its earn-
ings, it pays the average surtax rate for every dollar of its eamin%s
as if it were, in fact, distributéd to the stockholders, and if ever in
the future that profit is distributed to stockholders they again are
called upon to pay both the normal tax and the(furtax. I say that
is wrong; that is double taxation of the worst kind, -

This double taxation of income also emphasizes the fact that sev-
eral hundred million dollars of revenue estimated to be produced by
this bill will come about only as a result of taxing twice incoms that
has heretofore been taxed only once.

Why should a stockholder in a small and poorly financed corpo-
ration, having suffered his share of tax through direct payment by
the corporation, be again required to pay a tax on the same income
when he comes into actual possession of his share of what is left of
it after the corporation has paid the tax? If such distributions are
to be again subjected to tax as is progosed, why is not the shareholder
at least entitled to a credit against his tax for his pro-rata share of
the tax paid by the corporation on what is left of the very samo
incomef

That is the system England has em‘)lo ed for many years, and,
as a matter of equity and fairness, should be pursued here if income-
tax laws are not to completely topple over by the very weight of théir
own inequities. Such a plan as is hers proposed must eventually
work ity own destruction. - The quicker that is understood, the better
for all concerned. . '

It may be contended that such tax duplication is justified by the
Government’s fiscal needs. Let us then remember that no tax pro-
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ram will catch up with the policy of spending $2 for every $1 taken
fn. But, if such revenue must be'yraise(iPe throgﬁh the income tax, let
it be raised by a broadenirig of the tax base, through an increase in
the normal tax and a lowering of the tax exemptions, so as to directly
include & large number of our pcople who are today paying huge
taxes in disguised form, concealed in-the price of the things they buy.
Such a broadening of the tax base should be designed deliberately
to bring home to our Eeople the cost of our enormous Government
spendinf which they, the people, must ultimately pay for.

May I call your attention to section 102, subdivision (e), of the
proposed law, which reads as follows:

(e) Payment of surtaa on pro-1afa shares—The tax Imposed by this gection
shall not apply if all the shareholders of the corporation {nclude (at the time
of fillng their returns) in thelr gross Income thelr entire proragta shares,
whether distributed or not, of the retained net fncome of the corporation for
such year, Any amount so included in the grogs income of a shareholer shall
be treated as a divldend recelved. Any subsequent distribution made by the
corporation out of earnings or profits for such taxable year shall, if distributed
to any shareholder who has so jncluded in his gross incoie bis pro-rata share,
be exempt from tax in the amount of the share so included.

Here is an excellent provision in connection with surtax evasion
and an excellent example of how cash distributions can_be made un.
necessary and how tax duplication can be avoided. th can’t a
stmilar provision be made to extend to the treatment of the undis-
tributed profits tax? This would give to the stockholders of the
corporation a simple means of bein;i]taxed individually on their pro-
rata share of corporate income, without making it necessary for the
corporation to actually distribute the income in cash or its equivalent,
Such a provision would simplify the entire problem of distribution
and would enable the vast majority of corporations to be treated as
partnerships for tax purposes, and thus would more nearly accom.
plish equality in the taxstion of business profits. Perhaps, as many
as 9 out of every 10 corporations could take advantage of such a
provision. .

The Crarman, Have you estimated the loss to the Government
by extending that as you have suggested in rovenue{

Mr, Seioman. I haven't estimated the loss, but I say you haven't
accomplished equity; and what is more, yon have aggravated the
gituation, you have, to some extent, a duplication of taxation in the
present law. This proposal would corapound the felony.

. The Cuairsax, That would come back to the same proposition,
Certain reserve held by the corporation must be tax exempt. Do you
figure that whatever reserve is retained by a corporation should be
tax exempt until it 1 distributed ?

Mr. SeioMaN. No. I say let the corporation pay the tax on that,
. but then label that income fax freo whenever it is distributed, it is tax.
free to the stockholder. That is exactly what you have done in
section ‘102 ‘ v o

If all the stockholders of a corporation, in order to ease the tax
burden of the company and in order to conserve its working capital,
are willing to pick up every dollar of the com[)any’s income in their
own tax returns and pay a tax on it at-normal and surtax rates, the
Governiment should have no complaint. That is all the Government
can hepe to collect from the more prosperous companies, who are in a
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position to distribute all their current income and thus escape paying
an undistributed-profits tax. . ‘ . )

- Several other serious defects in the bill sheuld receive consideration.
The present revenue act does not permit corporations to file consoli-
dated returns. Yet we all know that where a business unit is
conducted through two or more corporations it is the consolidated
net income that is the true net income for that business. Tho loss of
one corporation in the group must necessarily be offset against the
profit of another before true incoine is arrived at. For many years
our incone-tax laws did in’ fact recognize this truth and l];ermiued
the filing of consolidated returns by affiliated companies. DBut, when
our Government's fiscal needs began to overshadow the element of
equity and fairness in our tax laws, the consolidated return was
thrown overboard. Such an inequity may be bearable under an
arrangement where a corporation is subjected to an income tax of
from 1214 percent to 15 percent as is now the case, but it will cer-
tainly be intolerable under any such plan as would tax retajined
corporate income at rates running up as high as 73.9 percent.

The same comments could well apply to the treatment of capital
losses, At present capital gains are taxable, but capital losses in ex-
cess of such gains are limited in deductibility to a $2,000 maximun.
When a business is to be taxed at anything like the proposed rates
on its entire net income, including capital gains, the very least to be
expected is that the tax be imposed on true net income after all legiti-
mate business losses are deducted. -

For the same reasons, losses of one year should be permitted as a
carry-over deduction against the profits of at least the two succeeding
years. We have learned by sad experience that profits and losses have
their peaks and valleys, If an extremely high rate of tax is to be im-
posed against profits of lx'ear, it is only fair and just that the losses
of the immediately preceding years be given some consideration in
determining the tax lisbility.

Permit me also to direct your attention to section 27, subdivision
Sj)_ of the proposed law on the subject of inleréorporate dividends.
This provides that corporations, 80 percent or more of wlhose gross
income is derived from dividends, shall, in figuring their undistrib-
uted-profits tax, be deprived of s¢ much of the dividend credit as is
equal to the amount of incom¢ acenting to a corporate sharcholder
owning 50 percent or more of tite taxpayer's stock, In effect, what
this means is that even if such a company distributes every dollar of
its income, it may nevertheless have to pay 4235 percent of its income
in undistributed-profits tax.

Tmposing such a tax on the earnings of a subsidiary company with-
in a corporate structure means certain death to the subsidiary. Last

year this Congress was engaged in a desperately fought controversy -

over & so-called death sentence proposed against certain public-utility
holding companies. Following many months of consideration and
discussion of the subject, the proposal was defeated. Yet here, in
this law is J:roposcd a virtual death sentence not alone against public-
utility holding companies but against all holding companies of the
nature here described. The proposal comes out of a cléar gky, with-
out any notice whatsoever to these companies. It was not even men-
tion;l(] wl')h’eln the Ways and Means Committee held its public hearings
on this bill,
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* Presumably there are many instances in which the corporate struc-
ture can'and should be simplified. ' Our laws in the past encouraged
such complicated structures. 'On the ‘other hand, there must be nu-
meérous instances in which corporate structures of this nature are
necessary ‘and invaluable in the conduct of large businesses. This
is certainly true where business operations extend into many States
and are thus subject to many State laws, ’

Senator Kino.” And where it extends into other countries, such as
Chile and Mexico, where yon cannot conduct business there as an
American corporation, you have to organize a Chilean corporation
and place all of your stock with the Government before you can get
4 charter, and you must organize a coxToration in Mexico and place

rour stock there; so that if you and I should organize a company
ere, stich asa min’inﬁ company, and decide to branch out into Mexico
and Chile, we would have to orgianize & company in Chile and another
in Mexico; we would be the holling company, and Mexico and Chile
would tax very heavily, and any dividends that would come back to
t;]m ho}d}ng company, I was wondering whether there would be any-
thing left. .

- Mr. Seipman. There may be thousands of instances which require
these subsidiary companies te be formed in a way in which they have
been formed; yet wo are sbout to put them to death.

Senator Kixa. They have to osganize these companies in order to
do business.

Mur. Sewman. Of course.

Assuming, however, that the elimination of all such corporations
is desirable, and that it is the Government’s business to so legislate,
there is surely no occasion for ang' such strong-arm methods as are
proposed in this law. I submit that if such holding companies are
to bo penalized for living, they ought to at least be given a fair trial
and an opportunity to justify their existence before they are sum-
marily condemned. If they cannot do so, then and only then should
they Ke forced to go into liquidation by & certain, reasonably far-
removed date in the future, .

The law is chock full of nonconstrued provisions, which are sure
to causs litigation for many years to come. It has been dubbed “the
most complicated piece of legislation in 50 years.” Its intricacies
and its controversial provisions are bound to have serious effect upon
the productivity of the tax and the temper of the business com-
munity, ° ‘

Sim)}')liﬁcation js possible only by further detailed study, discus-
sion, and consideration. To enuct such revolutionary changes in our
tax system without ample and mature consideration is unthinkable,
' Business is worried over the uncertainty produced by the constant
changing of our tax laws. Changes of tremendous importance are
made after much bickering aund controversy; only to be again
changed 6 months or a year later, often before the eariier enact-
ments have been given a chance to prove their own worthiness.
Last summer Congress and business sweated for many weeks on a
tax bill. The most bitterly fought provision of that bill involved
tho principle of taxing corporate “bigness” as such. That provision
now goes out the window for something which may suffer the samo
fate 6 months or a year hence, :
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It is the uncertainty and unmliabili&v of our constantly changing
tax laws that makes for a lag in confidence and for delay in return
to business normalcy. This proposed bill embodies some of the
most revolutionary changes since the cnactment of the sixteenth
amendment. e must be sure we are right before wo make any
more radical changes in our tax laws,

Thank you, gentlemen.

The Cuarryax. This is not the first time you have appeared
before the committes in connection with tax laws, is it,Mr.Seidman?

Mr. Supyan.No, Mr. Chairman; it has been my pleasure to
appear here timwo and again.

he Cuairman. Have you ever appeared before us when a tax
bill was under consideration and advocated its passagef

Mr, Smoman. I did not get your question, Mr. Chairman.

The Crairmaxn. I thought your language today seemed very much
Like the lanfzuage you have spoken before the committes wKen we
have had other tax bills up for consideration, and I asked the ques-
tion whether you have ever appeared and asked for the passage of
anK tax bill.

fr, SzipmaN, I have always tried to make constructive sug-
gestions.
, Se?ator Brack. Have you ever favored any tax bill proposed
here .

Mr. SeipmaN. The New York Board of Trade—

Senator Brack. Which one have you favored?

Mr. Seipxan, The New York Board of Trade has always favored
a sales tax, The New York Board of Trade is for a sales tax as
a means of raising revenue.

Senator Brack. You have appeared here for how many years in
connection with tax bills? oo

Mr. SeipmaN, About 15 years,

Senator Braokx. Have you ever favored any bill that was pro-
posed, and, if so, which one?

Mr. SripmaN. Whenever I appeared as an individual I was defi-
pitely for or against—-— .

Senator Br.ack. Have you ever appeared as an individualf

Mr. Srapman, Yes, sir; perhaps as far back as 1921, in connection
with the 1921 Revenue Act.

Senator Brack. Did you favor that act?

Mr. Sewyman, I favored—there was a question there——

Senator Brack. Is that one you favored?

Mr. Seipyman. There were many provisious that I favored.

Senator Rracx, Has there ever been a bill on which you came down
here and testified in favor of; X would like to know that so that I
could read the evidence, N )

Mr. SeibyaN. Mr. Senator, no bill is ever presented in such form
that you can favor all of it or none of it; there are provisions you
are cither for or against, ‘This bill, itself, I have not criticized-—

S;’nator Brack. Are you in favor of the repeal of the excess-profits
tax ,

Mr. SeiomMan. Yes, sir. ‘

Senator Brack, Were you opposed to the amendment .which th
Senate and House passed which attempted to plug up the loopholes?
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Mr. SeipMan. I was in favor of it. I appeared for the New York
Board of Trade—— e .

Senator Brack. Where did you testify in favor of it?

Mr. Szipyan. Four or five years ago. .

Senator Brack. Four or five years ago—you wers hero in 10341

Mr. Semyan. The 1932 was the Rovenue A¢t which attempted to
button up the loopholes in our tax law, . .

Scnator Brack. In 1234 and 1935, when the committec had its
hearings, do you recall testifyir,g against that bill

Mr. i‘snmxm. I know I testitied in favor of closing up the loop-
holes.

Senator Brick. You appeared this morning favoring the idea of
taxation of undistributed profits. ¥ understood in'one statement——-

The Cyrairman. Ho only approved in a genoral way the principle
and facility of the thing. ) . . .

Senator {(mo. Ho approved the theory but is against the practice.

Mr. Semman. Yes, .

Senator Brack. In other words, you think you hiave not had time

-in which to work all of that out?

Mr. SeipmaN. Yes, sir. )

Senator Brack. You think it takes more timet

Mr. Seipman. Yes sir. - ]

Senator Brack. Have you ever read Mr. Jeremy Bentham's Cur-
rent Fallacies of Anti-Reformers? ‘

Mr. Semuan. No, sir. ‘ ‘ ]

Senator Brack. I'would appreciate it if you would read the speech
of Mr. Noodles that appears in that discourse in an interpretation of
Mr. Sydney Smith of Bentham’s Fallacies. I think-if you will read
that you will recall some of the arguments that yon have made here

1 favor the philosophy and theory, but this is not the proper (ime.

Mr. Seiyax. I would apprecinte reading it. -

Senator Brack. I am sure you will enjoy it. o v

Mr. Seipmax. The point, gentlemen, is not so much that this is not
the time, but it will not werk with tax-exempt securities and a 75-
percent surtex, . i '

Senator Brack. You favor it, but this is not the proper time; you
think we have not studied it long enough and that there are cerfain
things that make it impossible to put it into effect§ '

Mr. Seroman. It would be a iood thing to make sure the rates are
reasonable so the thing can work, but it is handicapped——

.Senator Brack.. I understood you also were very fearful it would
hinder the small corporations.

Mr. SeibyaN, Yes, sir.

. Senator Brack. Do you have a list of the contributors to the asso-
ciation you represent and the names of the companies that your organ-
ization works for as public accountants?

Mr. Sewman. Contributors to what? :

Senator Brack. To the New York Board of Trade.

Mtr. Seipstan. You mean the membership of the associstion

Senator Brack. Are there any largo companies that belong to that
organizationt = - : s :
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‘Mr. SetnuaN. May I say, Mr. Senator, that the New York Board of
lrade is made up o large companies and small companies. . .

Scnator Brack. What large companies!

Mr, Seipman. The sinall companies predominate.

Senator Brack. What large companies have you discussed the tax
measurs with which belong to it

Mr. SeioyaN. In the first &laoe, I cannot—— -

. Senstor Braok. Does the Guaranty Trust Co. belong to it!

Mr. Semyan, Yes, sir,

Senator Brack. Does the City National Bank belong to iti

Mr. SeioyanN. Yes, sir.

Senator Brack. Tho Chase National Bank?

Mr. Serpman. T believe it does.

Senator Brack. Do you know whether or not the Electric Bond &
Share belongs to it

Mr. Seioman, I do not think so.

Senator Brack. You do not think sol

Mpe, Srapman. No, sir, -

Senator Brack. Do you know whether or not any of its assocmtos
belong to it?

Mr. SeipMan. Quite hke(lfv

Senator Brack. Do you do work for any of the companies I have
mentionedt :

Mr. Serouan, I do not.

Secnator Brack. Does ycur firm do work for them?

Mr. Szioyawn. My firm dces not.

Senator Bracx, Is it engaged in independent accountmgt

Mr, Seaan. Yes, sir.

Senator Brack, And you have a&)peared here each time for the
New York Board of Trade, and still nobody has paid you for your
appearance at all} ‘

fr. Seiomay. That is correct.

Senator Brack. In each instance!

Mr. SemaN, Yes.

Senator Brack. And you appear voluntarily as a citizen!

Mr. Seioman. That is right.

Senator Brack. What is the name of your company!

Mr, SripMaN, Seidman & Seldmm, certified accountants,

Senator Braox. Where is its of cef

Mr. SeiomaN. New York Clty, head office.

Senator Brack. At what

Mr. Seipman. New York 1(

Senator Brack. What place i ln New York C:ty?

Mr. Seioman. The street numbert -

Senator Brack, Yes, .

Mr. Semyan. 80 Broagt Street.

Senator Brack. Is that an office bmldmgt

Mr. SeoyaN, Yes. :

Scnator Brack. Whati -

Mr. Seiomax. The Maritimé Exc:hange Bullding o

Senitor :‘Brack. What s the numberl ‘

Mr. SzmpyaN. 80 Broad Stroet: - A

Senator Brack. What is the number of the oﬁ':cet S
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Mr, Szipman. The room numbert

Senator Brack. Yes.

Mr. Sepaan, Two thousand six hundred.

Senator Brack, And who elss is in your firm$

Mr. Szioman, Just three brothers.

Senator Brack. Three brothers?

Mer. Semman, Yes,

Senttor Brack. Have they appeared, also? Did you appear in
connection with the holding company billt

Mr, Sepstan. No, sir,
~ Senator Brack. You took no part in itt

Mr. Supaan. No, sir.

Senator Brack. Have you appeared in connection with any other
legislation except tax legislationt :

Mr. Semaan. No, sir; only tax legislation.

Senator Brick. You have appeared on that ever since 19211

Mr. Seiomav. Yes, sir.

Senator Brack. And that was the first timef

Mr. Sewyawn. I believe so.

Scnator Brack. You have appeared at each session since thent

Mr. SzipMax. At most of them,

Senator Brack., And that has been wholly on your own accord
and nobody has asked you to do itt o

Mr. Sepatax. Of course, what I have discussed here is for the com-
mittee on taxation of the New York Board of 1%ade.

Senator Brackx. Who else is on that committee!
YMl:. Seipyan. Well, there is Mr. Eggleston, of Young & Co., New

ork. :

Senator Brack. What business are they int

Mr. Suipasan, Art dealers,

Senator I31.Ack. Who elsel

Mr. SepstaN, Mr, James Rowe, a retired businessman; Mr. George
Semon, of the Heyden Chemical Co.; and three or four others.

Senator Brack. Do you know the otherst

Mr. SBupyan. Mr. QGriflith, an officer of the New York Board of
Trade; Mr, Blair, of the Chemical Bank.

Senutor Brack. The Chemical Bank & Trust Co.!

Mr. SepyaN, Of New York. I believe that is about all; there aro
six or seven. . .

Senatnn Brack., You do not remember any otherst

Mr. Suoymax. There may be one or two others.

Senator Brack. But you do not remember them!

Mr. Suwsran, No.

Tho Cuarryan. Is Mr. Gilman a membert

Mr. Saoman, No, sir.

The Crnaryuan. Is Mr, Gimble?

Mr. Suosman. No, sir. ,

The Cramsran. Are Gimble Bros. members of the board of trade?
© Mr. SuioMman. I believe they are. N .

The Cuatkatay, Did you réad the statement cf Mr. Gimnble in the
pa{x\.rs this morning{ h ‘ '

Mr., Seioman, No, sir. ' . )

The Citairsax. You should read it; it is & good statement.
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Senator Barkiey. Do you favor the sales tax as & substituto for all
income tax? . N
Mr. Suipaan. No, sivj ns a supplement, . - =~ . SR
The Cratryax. The committee will recess unidl 8 o’clotk. - -
(Whereupon, at 1:05, the committee took a recesa until 2 p. m.)
Yoo EE S O :

) " AFTERNOON BESSION . ./ .. - . .0

i T T O T A
The commiftee reconvened at 2 p, m., pursuant to the taking of the

recess. ! : o .

- The Cuamrman. The committeo will ple?. come to.order.  Mr.
Klein, T believe, is to be the next witness.” Mr, Springer, do you have
evword tosay¥ .. . ... . . . B R )
Mr. Serivoer. Mr. Chairman, for the ,purlpose,qf the record, my

name is Purand W. Springer, sccretary of the Ametican Society of

Certiﬂed.l,’u_bl'&c Accoyntants,, and in presenting Dr.” Klein as our

representative I want to say for the benefit of you who may not

know it that at one time, ho was the tax editor of the New York

Globe and professor of taxation in the City College of New York,

an author of a very much read book on income taxation, . L
He has been president of the New York State Society of Certified

Public Accountants, is sepior partner of the accounting firm, Klein

Hind & Finkle, New York Cit L And lls,u,qw,actg,ng in the capacit _of

chairman of our committee on Iedqral legislation, The report w_(tilc.h

you have before you.gives the names o the. cqiinitteemen on this
committee and their regidences, 7 oL
Monday;and

; d vy G Lo DD
e bad e meeting o o i Bf il fpe o Sonlo o
g?i::j%gg}?*’&?&i‘iﬁ&%‘!t&‘ﬁ&%‘e@Sxﬁ%@f}‘ggﬁf’@ e Tpried
B T A
for 'progta le ga{n', there '_wg d by “‘;’tk«“l“.bet,{é'(;&aiat;wq.?buld do
than to yrga.that you pass the bill ag it )s,%eq%use,certgxnbzlt- would

incrvase the volume o pra_«;tmg‘whiqh',mé independent accountants
would have during the succeeding years,, .., . ¢ 0 04
. Dr, Kleip will now make his statement o you..., ="

STATEMENT OF JOSEPH J. KLEIN, KEW YORK CITY, CHAIRMAN
OF THE conifm .0 L LEGISLATION OF THE
S e 1 PLHNTVILY EURLED AeCOUNTARTS.

The Cxairman. Doctor, you have 8 memorandum heve, and sup-
we put that in the'r‘ecorj: and thétl,nwithin %0 minutes you pigk
out the salient things you want to tell the gommif{es, because we have

a great rumber of witnesses here. T
o Dr. Kumiw. T sympatbize with {9{, Mr. Chairman, ahd after the
first 8 minutes whenever you fcel I am not constructively useful,
saynd your gaveland Lwill quit, o @ aot throuigh s auich
o CramrumaN, That is all right; you just get through as.'quicsdy
as you can and we will put this brief in tharecord. - .~ "~ .7
r, Kuean, First of all, I shall not say anything more ‘abp%t,' the

)

simplicity or the compléxity'of this bill. “You indicated, I think, Mr.
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Chairinan, during the course of this morn egs discussion, that the
bill when it finally emerges may ba decidedly and fqndamentally
differeiit from what it now appears to be.
" The Cuarsman. I do nob know whether I said thst, Choe
Dr. Kreiv, If not, sir, then the cruelest punishment, that mlght.
bb meted out to tho members of. this committee, and I here recall
the grocedure of the college of cardinals, no cme!er punishment
could-be meted out to thosé who vote for the bill in its present
fotm than- rlncing them in eells without food until théy solsed 3
simple problem which X am prepared to submit for snchﬁ
ne other matter re;ﬁ:rdmg simplicity T think. I ought to touch
: I think the bill has been unfairly eriticized by soine perrons
merely after a superficial reading of -it,-becauso of tha presence of
four tables, and reference in schedule 3 to the use of those tables
for cérporattons with moomes bet\\ecn 10 and 40 thousand dol!nrs

r yéar. e,
'I‘able 1 and tables?, as dlstm lshod PO, tablo 1-:-A ‘and Q-A;
aro uttérly and 4 ally useless an redundant, Ifpractical of appli-
f bles were e{)mx»

¢ation, and v T beligye if those two,

nated, the would not ‘seem b‘ama formidable gd foreboding
as it now ghpears to be, s A U ‘

The Cgatrsan, 1 aﬂd ’ erts to seo
wheéther, br not thepdould work ou . the way of eliminat.
mﬁsm ible.

r. Wuein. Some of the ought to be of hel
to thog experts, and I wa ¢ q mmeu£
able f v
! Little has bee said in
favor§f the billgbut : o rd ibout. eeven poid¥s which
X thinl} aré highly comniel e :

-+ Firs@ Th RVY 8 Gﬁaﬁlected cor muons,
vhilo 1¢ ‘withs y whichjhould L@ selected,
and: es i it corx ratlons s a move
in the right 7 A

fugh: I th!nk
4 egfto lighten the
tax burden olfgorporations with prior deficits, .thgfe prohibited by
binding gree A vith:creditors or by statuto I#fin disbursing earn-
ings, . ebt-rideleg corporatlons

‘‘‘‘‘‘ wlsh :volunmtllyito
amomm their debts. | ~™ayey,,,..,

Third. Early elimination of The cnpxtal—stock and excess proﬁta
taxes, although I rawi the queshon whether you ¢an aﬂ’ord to gwe up
lhose revenues, . - =

: Fourth. Subjectmg dmdends to surtaxee, I think is a move )n the
ngbt direction, although on the basis of equity. it seems to me there
should be an excmptxon for the recipient of the dividend equ valent
to the tax on.the carnings which made the dividend possible. Y-
sbmetimes think this theory, which seens to.be held by most, doos
hot bear lc¥\cal analysis,

« Fifth. 'You have a dividend carry-over provision; and I thmk lf
¥ou do finally- decide: to levy high rates, you ought to _consider the
airness and the need of having some carry-over provision for
losses similar to that:which was introduced in the 1918 mt, AT ed
through inté 1921 and gradually sloughed off,:.., + ... BT
65545--36—8 ’
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6. You have a very commendable feature with respect to the
complete liquidation of corporations, and by that device or pro-
vision you make unnecessary the resort to a well-known gubterfuge,
and I should like you-to consider the advisability of extending that
into the néxt logical realm, partial liquidation, P
9. With respect to your. withholding provisions, the. attempt to
tax those nonresident aliens that to so great an extent escape taxa-
tion, I would suggest a flat 15-percent rate, instead of 10 percent,
and I would also suggest in addition to the provisions you are not
considering, a-tax on profits resulting from the sale of secyrities.

A tremendous’volume ‘of securities are actively dealt in by non-
resident alien individuals and corporations. 'the Securities Ex-
_charﬁge Commission can give you those figures if you are interested
n them. : ‘ : -

1 know how difficult it is in practice to ascertain the profits result-

ing from such sales, but it is not an insurmountably difficult task,
because of imposing a flat tax as on other income applicable to for-
eigners, predicated on the arbitrary assumption that 25 percent of
the selling price represents profit, with full opportunity to the person
involved to prove what the true profit was, some unnecessary revenue
losses will be avoided.
- -1 am not prepared to say exactly how much additional revenue
must be raised, but I read this morning .the statement of the Sec-
retary before this honorable body that in estimating revenue he is
pessimistic and in estimating disbursement he is optimistic, which is
wise budgetary rocedure. . . : ‘

Nevertheless, I think it is lamentable that there is no evidence
intrinsio or extrinsic, so far as the deliberations of the Ways an
Means Committee are concerned, that any. attempt was made to
ascertain whether «r not estimated disbursements can be diminished.
. I do not dcubt at all that ‘such investigation may have been con-
ducted and that the’ question - was-considered, but 1 say it is lament-
able:that there is no evidence of the fact that such consideration
actually occurred. . S :
. May I speak for a moment on the constitutionality of:the bill be-
forg you, and I am not for a moment claiming this bill is unconstitu-
tionsl in any of its inajor parts. . -+ . C
The CHamrMAN, Doctor, are you a lawyer?
Dr. Kiuin. Yes, sir. . . X . .

The CnuamzasaN. Some people who are not lawyetrs like to speak
on constitutional questions, is the reason L ask, . .~ i

Dr. Kuein, T-will not argue'with anyone who claims it is.constis
tutiopal. I do not know, and no modest man knows, since the.recent
sutprises that have come to you from & place not far from this room.
Even so sound a lawyer as Mr., Kent cannot be sure. Co
- But, I siy to you, just suppose by the barest, the wildest' possi-
bility that this bill turns out in its major part to be unconstitutional;
what is the result? - You have givén up $1,132,000,000 of officially
estimated income under existing levies, subject-to the widest sort of
adjustment by the statisticians I'suppose, when they get down:with
théir sharp percils to reflgure it, for something supposed to result in
£620,000,000 addi ional revenue,: - .. DT e 00
I I-have nothing to say ‘about prophesies of this sort, optimistic ot
pessimistic, and I realize that history has.a way.of dealing with

1
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them, but those who are charged with responsibility for enacting this
legislation must know.they are foregoing a tremendous positively
assured income for an income which it is barely possible may turn
out to be elusive, .

If the Congress is intent on levying a tax on undistributed corpo- .
rate earnings, there is much to be said in favor of that principle,
but, g(ri in 0 many other fields, the gap between theory and practicoe is
so wide. S : :

As tho President first announced the theory, I think it sonnded
a responsive chord in the minds of many who {)ublid{ claim to be
opposed to anything that emanates from the White House today,
but the Ways and Means- Committee found, as you will note, that
you cannot apply that principle without modification, without ad-
Justment, without sgecial consideration, which accounts for the actual
com};lexuy of the bill.

If you were merely intent upon groducing a bill of a few lines
it could be very simple, but it wonld likewisa be unfair. One must
concede that the endeavor to-mmodify the harshness of the original
provisions as introduced added to the complexity of the measure.

- It cannot be gainsaid that this proposed tax will put in a preferred
position the opulent corporations, the corporations well-heeled with
surpluses from past years. . - s .

This result is unavoidable, but the evil effccts may be exaggerated
by speakers less restrained than 1.

The CuairmaN. Have you any constructive suggestion as to how
wae can regulate this so that we cen get some fair améunt of revenue
from themt . : -
- Dr,KruN, T would not have the temerity to come before this body
merely to criticize a measure- without attempting to offer construe- .
tive suggestions. ' R e

Perhaps those suggestions so regarded by me as constructive sug-
gestions 1hay be worse than thosd before lyou, but at least they are
tincerely offered in the desire to be helpful. AT

Hero. is & constructive suggestion: Extend the provisions of the
existing law, in sections 102 and 851, retain the existing taxes, modi-
fied, as I shall later indicate, and supplement them by an experi-
mental tax on undisttibuted earnings. - R
: 'l‘r{ it out, and if it works, if it is constitutional, go the whole
length if you are thus disposed- , . L o

-Under existing section 851,:as you.know, corporations, personal
holding companies which fail to distribute at least 80 percent of their,
et inoome,'aligh(lg sdjusted, are subject to a tax that runs from
20 to 60 percent. : Extend that, if you will, to the corporations thet
you seem to have in mind, when you refer to a handful of individuals
able to control the destinies. of the corporation.to their own tax
enrichment. b
.. I supposo thie Mtllon companies would be a splendid example of
the type that ought to be brought under section 351, .. . . !
. .1 should thini Mr. Ford’s corporation might well be brought
within the purview of -section 851 ... . . A B "
. Section 102 of thé presént law: deals; as you know; with mere
holding cotpanies and mero investment companied, aud with a large

KR
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category of other corporations which permit aceumulation of earn-
ings unreasonable in size. I doubt very much that the ingenuity
of the present administration officials, and that splendid body of
technicians who carry on in the Treasury Department, whether ap-
pointive officials como or go, cannot put teeth inlo sections 351 and
102. T should hate to admit their inability in that direction.

As to the experimental levy along the lines of the bill, after your
net income, and after a tax on the net income, I suggest that
after certain adjustinents the undistributed suryjllus, experimentally
it seems to me, might be subject to a very simplo schedule of rates,
say, 1 percent on the first 10 percent not distributed, 2 percent on
the next 10 percent, and so on up to 10 percent on all of such undis-
tributed net incomn. I submit 1t would work; it will yield consid-
orable revenue, and it is very much simpler than the rates you have
been asked to consider, '

The CramrmaN. That sroposition was presented to us some years
ago, but the Senate would not accept it.

Dr. KreiN. I did not get that, Mr. Chairman. , :

The Cramramax, I say that principle was presented in a minority
report when we happened to be in the minority, but our Repnblican
brothers would not accept it. ‘ ‘

Dr. Kreix. You will not resent my saying that perhaps Congress,
ns well as the rest of us, develop.

The CrairmaN, I am glad to know you think we were right, then,
as we are right now. o .

Dr. KuniN. . You may have been wrong both times and right both
times, because times change. o

I imagine that big businessmen, and soimneone today referred to
the fact that businessmen might be put in_quotation arks, might
be happy to accept today what they rejected 3 or 4 years ago.

If you wish to retain the category or classification of corporations
set forth in the bill, I suggest the following for the normal ordinary
corporation without special problems: A tax of 20 percent on ordi-
nary net income, aithough I suppose some clients will wish to lynch
me when they read of this. : -

Senator Kina. Net income, you meani - . . -

Dr. KueiN, Ordinary net income as definéd in the existing law
deduction to be allowed for capital. losses, both securities and c:;pitaf
assets, but in no event to decrease the taxable income by more than
15 percent. That would mean that the 20 percent might drop to 17
percent, but not lower. oo T : R
- That distributions of taxable income in the hands of individuals
be also allowed as deductions—and I wish you would follow me closel
in this—limited, however, to one-third ¢f the amount of such distri-
bution, and ih no event to reducs the tax by more than 25 percent 6f
the amount of the tax. . .

In other words, this would encourage distributions by corporations
by persuasive, commendable, and economic méthods. is would en-
courage payment ot three-quarters of the amount of current earnings
at a tax benefit to the distributing coirporation. e :

Now, as to personal holding companies ‘and investment holding
compl}nies, what I said a moment ago applies, and ¥ shall not repeat
myself.
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- . Companies in bankrusltcy, and those in other forms of court repr-
‘ganization proceedings should be subject to'a 10-percent tax, although
I do not think it makes much difference in the long run whether you
say 10 or 90, you will not collect much there, but it looks well, I think,
to limit the rate to about 10 percent. : .

The Cuairman. Mr. Klein, in making these suggestions, of course
you have figured out what the estimate would be in the matter of
increased revenue.

Dr, Kreix, No sarcasm, I know, is intended by your question, but
it should have been, sir. Of course, I made no attempt to do so, but
I have worked with tax committees iong enough to know you have at
your beck and call statisticians much abler than I to handle this
problem, and who have figures and basic facts which are not available
10 me,

The CrzaryraN, Of course, we have to look at the amount of rev-
-enue to be derived, as you know.

Dr. K. I understand. In the days of McCoy he could answer
in 3 minutes, but it takes a little longer now,

There ought to be some special provision for corporations that
cither because of binding ¢ontract arrangements or because of statu-
tory prohibitions cannot make distribution: Once again, 20 percent
on their net income; once again a limited allowance for capital
losses; and once again a similarly limited allowance for (a) the dis-
tribution which cannot be made under statutes; g)b for the distribu.
tion which cannot be made because of legal prohibition; (¢) if you
wish, for some limited amount of voluntary amortization of debt as
nder the Eresent bill, but altogether limited to not more than one-
fourth of the basic tax rate, :

Soniething was said this morning by an elot*uent witness ahont the
1:eed of encouralging business to reduce unemployment. Here I have
a definite, and I hope a constructive suggestion to make.: L

Billions have been spent by the Government in connection with
direct and indirect relief, many millions have been spent in the en.
deavor to decrease unempioyment. : .

In the heavy-goods industry, while I have no.figures to submit,
I am quite positive that local, State, and National expenditures in
this direction have not attained results which are pleasing to any-

body. :

My_; constructive suggestion, therefore, while, of course, I may be
‘wrong, at least deals vith an attempt to do something about unem-
pl%yment where it is the worst today—in the heavy.goods industry.

uppose you: were to permit as a deduction from that same net-
income figure to a very limited extent, and at the present time I
suggest not more than for 2 fiscal years, of 50 percent of the amount
distributed in the first year, and limited so far as reduction of taxes
i8 concerned to 20 percent thercof, or one-fifth, which weuld be 4
percent; and for the next year also to 20 percent, but this time only
ith respect to 30 percent, for what is actually spent—not contracted
for, but actually spent—,by way of replacement and additions to
plant and equipment. - . : S |
. | ho;l)e that no similar suggestion will have to be made for the
next following year, ' :
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-~ I'now come to a sgeciﬁo revenue-producing Froposal. - T make the
sufzgeshon now in the belief that the bonus legislation, which was
referved to at least twice this morning, was enacted because Con
believed there was'an ovérwhelming demand for it. :

Why should not the great public be permitted to share in the
financing of the precipitated bonus? I shall not go into the phi-
losophy of direct and indirect taxation, but T do submit that 1f a
direct tax was ever justified it is for the support and financing of a
measure that seemed to be overwhelmingly popular, and here I have
some figures, Mr. Chairman, which I wiﬁ submit, o
._’ll‘éle possif)ility of a tax on salt, which at 1 cent per pound would
yle — . .

Senator Kino. Did you say a tax on salt?

Dr. KeeiN, Yes, Senator; but I am not trying to rub it in,

- Senator Kina. What did that do toward precipitating the I'rench
Revolution? )

Dr. Kuvan. It brought it about, Y believe, so we are told. DBut I
would sweeten it & bit with a tax on sugar.

Senator Brack. That kind of a-tax was not po}gular in England.

Dr, KLeiN, I am not sure, but I think Senator King's reference to
the French Revolution is correct. Let me give you the figuce. A
tax on salt at 1 cent per pound would be $152,241,480, on the basis
of the consumption in 1934. I am not surprised that you are sur-
prised at such a figure. :

- The Cunamman. Have you figured what part of that tax Utah
would bear to the whole amount ¢ .
- Dr, Kuxix, - What is that, Mr. Chairman? . s -

The Cuairman. Have you figured what amount of that tax Utah
would bear, as compared to the whole amount, in that salt tax?

Dr.: Koran, I think Utah would be more interested in the sugar
tax, which I will come to next,

. Senator Barrrzy. 1f you tax salt, you will tax salt used for human
consumption onlyt : Ce T

Dr. Krein. Yes; the tax will be something less than the figure I
gave, because of refinement.” I am not much of a politician, but I
think the salt tax is dn ideal tax because of ease of administration,
although it may be said that it was the primary cause of the Krench
Revolution, to which reference has been made. _—

Senator Krna. Why don’t you put it on tea? .

Dr. Krzix.” We will come to that later., I also do not drink ten.
Because of the fact, per the Statistical Abstract for 1935, that there
wero less than 100 domestic corporate producers of salt, the tax
could be very easily levied at the source.
- To come to the next point, sugar, both that which is produced
. domestically, as well as that which is imported. at 1 cent per pound

would yieldv $130,000,000, and ths tax could bo .asi" collected either
at the point of import, with respect to foreign sugar, and at the
domestic refineries on the domestic sugar.
< - A tax on coffee at 6 centsdper pound, according to tho 1933 figures
of consumption, would yield $75,000,000.

- Now coming to tea, no matter how high you place the rate, you
cannot get much from it. At 20 cents a pound, it would be only
$19,000,000, based vn the 1934 consumption.
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Now, I come to a subject that Senator Hastings, I think, would be
interested in. This i the question of intercorporate dividends.

The Cramatan. Why would'Senator Hastings be interested in it?

Dr. Krxiv. I will makethat clear, Inthe hearingsqn the 1935 act,
and I go by the record now, Senator Hastings refreshed the recol-
lections of his colleagues by referring to the fact that when the
so-called utility death bill was under consideration he or somebody
else had stated that if you are goin§ to compel the break up of these
p[\;;aq\ided structures—and I hold no brief for them; they are
abominations in many respects—that there ought.to be some tax
easing out of the situation, and, as I recall, it was in the Senate, and
not on the other side of the Capitol, that section 110 was introduced,
amending section 112 (b) of the 1034 act, which permitted, as I
rocall it, a tax-free break-up through liquidation if consummated
within & §-year period. . ‘

At this point T think I should say that the record ought to be
corrected, because, without intention, misinformation was given to
the committee regarding the subject now under discussion.

Under the provisions of section 27 (j) (4) of the bill before you,
if a corporation distributes_its income to the controlling corpora-
tion—that is, from corporation B to corporation A—and if A owns
more than 50 percent of B, the distributing corporation may not
reduce its tax becauso of that dividend distribution, and if you
have a chain of corporations, thero is a similar loss at each step
in the {)mcess, at a diminishing percent, but eventually you do
approach a figure which approaches, although you cannot reach
entirelﬂ a zero balance of income left for the ultimate stockholders.

I submit, and this is what I thought Senator Hastings might be
particularly interested in, that of those corporations that have availed
themselves of your invitation of last year to disappear from the scene
as.pyramids and started to liquidate, which must take some time,
of course, they ought not to be subjected to this penalty.

Certainly a corporation series or group of corporations integrated
in this fashion, which takes all of its earnings and passes them rapidly
through the group to the toi) company, which makes a distribution,
all within the tax Year i which it was earned, ought not to be sub-
jected to this penalty, because, after all, oven under the bill all you
intend to do is to tax the earnings one?, if not distributed, and I
submit that the harsh result was sur2ly not the irtendment of those
who drafted this provision. They worked under such pressure they
really could not foresee all of the consequences, which, of course,
is human. . : ' e

Senator Kixa. Have you prepared an amendment which will ob-
viate the ovils of which you complaint - T

Dr. Kreix. I am a very poor draftsman, but I would be glad to
submit what I think will do so.. R

The CuarmMan. All of our draftsmen, and they are taking down
notes. : - :

Dr. Krein. I am sure of that. ‘Here is something else for which
my Society is not responsible, but you may welcome it. I think the
'Treasury as well as you will admit that as the tax burden becomes
more onerous there is greater conflict betwcen the taxgatherer and
the potential taxpayer, and ‘that accounts in some degree, if not
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cntirely, for the large number of American-owned foreign corpora-
tions. i have not the statistics on the numbec, and nobody really has,
‘They do business without paying any tax on their profits except to the
extent it is American business and it is discovered, and, strange as
it may seem, upon the death of the stackholders in such corporation,
you wipe the slate clean, and all of that increment of income escapes
taxation. o ’

I submit that somewhat along the line of section 112 (b)) (6) of the
bill you might well enough provide for the return of such American-
owned foreign corporations under terms which would not make
the return toe onerous, and thus bring them within the control of
the taxing authorities, and I make two constructive suggestions:

(1) If the corporation is broken up and the assets taken down, to
subject the profit to a flat tax, and I submit 12.5 percent merely for
the sake of discussionj anl

(2) That where an American company is established, or is already
in existence, which takes down such assets, it should be permitted
to do so under the terms and conditions similar to those which you
introduced in the 1935 act with respect to the liquidation of pyra-
mided corporations.

I now come to the very last suggestion, and it is this: You will
not get a pecfect tax bill whether you try to do the job in a week or
in a year. Tho measure before you now requires tremendous re-
vamping both for administrative and for fiscal reasons, in my
opinion,

1 suggest that instead of trying to tinker with this law at this time,
and that is a'l you are doing, you are not making an cffort at com.
plete rovision that a joint congressional committee be appointed to
study the entire subject of tax legislation, with the purpose which is
more necessary today than it was 3 or 4 years ago, for more effective
cooperation between the State taxing bodies and the national legis-
lation and administration, and meanwhile, provide for emergenc
revenue, because, whether we like it or not, revenue must be raised.
That cannot be left open, and it is nobody’s fault that you are con-
fronted with this situation,

Senator Kine. Would you su%port the resolution I offered in the
Senate some time ago to have the President of the United States confer
with all of the States and have the State and Federal Government
appoint & body—delegate ambassadors, or whatever you may call
them—for the purpose of working out a plan as far as possible for
the coordination of the State and Federal Government so that there
would not be duplication in taxetion as it now exists; but nothing has
béen done about it. - : .

Dr. KreiN, I am in entire accord with you on that, Senator, and I
venture to say that sooner or later all will come to you on that.

Senator Kixa. Mr. Graves, a very able tax man of New York, and
others, met here about a year ago and examined the proposition.

Dr. Kuuin. Yes; I know him very well; he is a splendid official.
- Benator Kina. And I thought they were going forward with the
plan to bring about such a conference.

Dr, KuuiN, I cannot speak off the record, so therefore it will have
to be on the record; that New York is a little timid about that, be-
cause I am sure that while it is accidental—but whenever we pool
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our revenue from the States the State of Texas seems to get a larger
proportionate share than New York.' .

Senaior Brack, May I ask whether New York sells anything to
Texas on which they make a profit?

Dr. Kurix. Yes; but they would like to -1l more. You cannot
gszct me to argue about Texas, because I have a soft.spot for that

tate.

Senator Brack. I understood you to say that Texas got more than
New York and T wanted to know whether New York got anything
in the way of Eroﬁt on the things produced and sold in Texas.

- Dr. Kexix. Yes; but T think that distribution of pooled funds is
likely to be on & geographical rather than on a population contrib-
uting basis, . - ) .

Senator Br.ack. You think it is geographical? »
- Dr. Kvrix. Sir, you have got me all wrong; T am really praising

exas,

Senator Coxnarry. In New York you regard Texas as one of the
richest suburbs of New York City.

Dr. Krein, Not for plucking, if that is what you mean,

Secnator Connarry. You have plucked them so bad that thers is
not much left now,

Dr. KrLeiN. You cannct get me to argue against Texas because as I
2rid T have a soft spot for that State, I am through now in a few
seconds except for your questions, if you have any to ask.

My final suggestion is that as to temporary emergency revenue we
should be restricted to an essential minimum to provide for the cur-
rent and for the next fiscal year while this entire problem shall be
investigated. Meanwhile additional emergency revenue should be
sought from one or more of the following sources: Increased rates
on corporate incomes and I have indicated what I think might be
a fair figure; increased normal rates on individual incomes, 1 per-
cent and surely not more than 2 percent; reduced personal exemp-
tions somewhat above the British level; subject dividends received
by individuals and to some extent by corporations, to the normal
tax; assure tax from nonresident altens and nonresident corpora-
tions; a small unit tax on one or more of the commodities I have
referred to, and the chances are you will be able to select the com-
modities which will lend themselves to this sort of taxation much
better than I. : T

The Cramzaan, Thank you very much, Mr. Klein. Your discus-
sion has been very instructive, and we will have included in the rec-
ord at this point the brief submitted by you.

(The brief referred to is as follows:)

‘THE AMERICAN SOCIETY OF CERTIFIED PUPRLIC ACCOUNTANTS,
Washington, D. O.

MEMORANDUM PRETARED FoR SUAMISSION TO THE FINANCE COMMITIZE OF THE
' SenATE RE RevaNUE BiLt or 1038

The revenue bill under discusston deals with a number of matters, but I in-
tend to restrict my remarks to (he income-tax features, \What I am about to
submit represents my vlews as chairman of the committec on Federal legtsia-
flon ot the Amer{can Society of Certified Public Accountants, slews which, ia
the main, except wwhere 6therwlse Indicated or implied, are =hared by the board
of directors and by my fellow committeemen.
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. Besides criticism of selected provisions of the bill, specific and detalled coa-
structive suggestions are offered and, fn addition, there are presented for con-
sideration specific as well as general changes and modifications and a funda-
nientally different approach to immediate as well as long-range revenue-law
revision. All of this is arranged In 15 sectlons :

Respectfully submitted,

. : JoszeH J. KurIN,

CAcirman, Commlttee on Federal Legisiation, the

Americar Socicly of Cerlified Publio Accoxntantas.

Committce on Foderal legislation—Iloward C. Beck, Washington, D. C.;
Howard 8. Bell, Spokane, Wash.; Gllbert ¥. Dukes, Moblle, Aln.; James J,
Fox, Boston, Mass.; Elisworth L. Fulk, Lincoln, Nebr.; Gilbert B. Gelger,
Peoria, 111.; John 8. Glenn, Nashville, Tenn.; Horace P. Grifith, Philadelplia,
Pa.; James E. Hammond, San Francisco, Calif.; Jobn 'T. Madden, New York,
N. Y.; Douglas S. Meaden, Cleveland, Ohio; Allen Redeker, Denver, Colo,;
grank{)k‘?. Shallenberger, Baltimore, Md.; T. Dwight Wllilams, Oklahoma

1y, a. ‘

Ezecutive commitices—Willlam D, Morrlson, Denver, Colo.; Harry M. Jay,
Memphis, Tenn,.; Durand W. Springer, Washlogton, D. C.; William O. Heaton,
Elizabeth, N. J.; Henry J. Miller, New Orleans, La. . o

1. ALLEOED SIMPLICITY OF THE REVENUD BILL

The Presldent, in-his message to the Congress on March 3, 1038, indicated

addlitional revenuo needs. He Invited the attentlon of Congress to the revenue-
ralsing possibllities of a tax on undistributed corporate income. He sald of
this proposal:
. “Such n revision of our corporate taxes would effect great simplification In
tax procedure, In corporate accountlng, and in the understanding of the whole
subject by the citizens of the Nation. It would constitute distinct progress In
tax reform.” :

As a representative of the Amerlcan Soclety of Certificd Public Accounlants,
I am ot here to discuss tax reform per g¢, nor wbetler or not the proposal
constitutes real or desirable reform. I do, however, refer to the experience of
the Commlttee on Ways nnd Means In its attempt to apply the apparently slm-
ple principle advocated by the administration and subiult, as a representative
of a group which has been familiar with principles and practices of Federal
income taxstion since 1900, and which has been privileged to serve both the
Government and the taxpayer, that the precise proposal now under consldera-
tion by the House and by this committee is decidedly not slmple.

Competent students of taxatlon were ghocked at a first reading of the bill
In my own experlence with American and forelgn taxation and with national
and Jocal taxation, I know of no taxing iweasyre that approasches the preseut
bill In apparent as well as In nctual complexity. In my opinion, the present
bill cannot be niade really simple. I venture the guess that if the country
weré ever unfortunate cnough to be subfected to taxation under any such bill,
a9 the on¢ under consideration, whether or not the proposed “windfall tax™
provision therein contained would prove fruitful of revenue, accountants and
tax practitioners would find in the legisiation a veritable windfall, for I doubt
very much that many corporations, unless sesved by professional accouutants
and taxiexpens, would risk undertaking to determing the tax under the terms
of the blil. .

1 should be the first to concede that the message of the Presldent, In its
reference to a tax on undlstributed corporate Income, was set forth In simple
and understacrdable terms. The members of this commitlee are aware, how-
ever, (hrough wlde experience In the draftlng of revenue legislution, that a
precise and detailed tax measure, capable of wise, equitable, and effective ad-
ministratlon throughout the land and under the diverse couditions and situa.
tions which exist, cannot be brief and simple 1Z it Is to aveld unintended hard-
ship and harsh discrimination. Although we have becoine accustomed to com-
plex revenue laws, all our past experience has not prepured us for what is now
proposad as a substifute for existing law. But {t Is hardly necessary to labor
the point, A few vallant volces on the other slde of the Caplfol ha\'e‘pubucl{
acclalmed the bill under discuselon as simple in composition and ecasy of appli-
catlon. I shall leave to others, less mnild-mannered than the speaker, just chat-
acterlzatlon of the assertlon. '
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There comes to mind the procedure of the College of Cardinals when a new
pope 13 to be elected. It would be cruel and Irhuman punishnert to test the
alleged simplicity of the proposal by inviting Congressmen who voted for the
bill to apply the rate formulas to typlcal problemis.  If these Congressmen were
placed In solitary confinement and deprived of food and drink until they had
solved successfully one of several typlcal problems which I am prepared to
submilt, 1t Is a safe guess that they would never again leglslate on this earth.

1. A GENEBAL BURVEY, WITH ESPECTAL RIFERENCE TO OOMMEXNDA'LE FEATURES OF
. THE RILL

Aside from the complexity of the bill which, it its phllosophy Is to be edopted,
I8 Inevitable In the attempt to avold uodue harshness, the proposal has sowne
commendable features which deserve pralse. On the other hand, there are
grave reasony why the bill should not be approved, and these I Intend to pre-
sent ng concisely as possible in fulfillment of the desire of the Awmerican Soclety
of Certifted Publlc Accountants to continue its constructive aid to the legisla-
tlve and admiutstrative branches of the Government.

Auwong the commendable features of the blll, for procedural or substantlve
reasons, or for both, are:

1. A flat 15-percent tax (in leu of the complicated levies under sec, 13) on
selected corporutions such as banks, insurance companles, forelgn corporations
not dolng business {n tha Unlted States, and, most especlally, companies in
recelvership and “deficit” corporations.

2. In principle, the provisions (possibly unnecessarily compllcated) which
are intended to lighteo the tax burden on corporations with prior deficita, those
prohibited dy binding agreewnent with creditors from disbursing earnings, and
debt-ridden corporations which wish voluntarily to amortize thelr debts.

3. Early elimlnation of the capital stock and excess-profits taxes.

4. Subjecting divlidends to the normial tax, despite the theoretical oqulty of
oftsetting the exact amount of corporate taxes pald prior to distribrtion (as
was the case under the 1013 and 1016 scts) by an equivalent exemption to the
reciplent stockholder.

5. The dividend *‘carry-over” provisicn (It Is unfortunate, in view of the
heavy taxes proposed, that a similar carry-over of net l1osses was not incor-
porated through a simplified version of sec. 204 of the 1021 act and in the spirit
of the corresponding British tax procedure.)

6. Libernlization of provision denling with the tax Incldent te complete liqui-
dation; the provision should be extended to the two types of partial liquidation,

7. Extension of withholding provislons to cover dividend payment. (For
myself, I suggest a flat rate of 15 percent (instead of 10 percent proposed for
individuals) on income of nonresldent allen individuals, corporutlons, partner-
ships, and other entltles, without busiuess sctivity in the Unlted Statex)

Critlclsm of the bill, together with constructive recommendations, will now
be stated very brlefly.

I, SOUND LIMITATION ON REVENUE INCREASK

While it 1s realized that current expenditures of the Government should
be met curreotly, and while no competent person would ajdvocate the mecting
of operating expenses by increased deficlts, at the very threshoid of our Inquiry
48 to the amount of additional revenue required, we are struck by the absence
of any reference to curtailment of expenditures. Accountants have had con.
siderable budgetary cxperfence. In this field they have assisted governments
aud private industry. In thelr own recent domestic economy, they have also
been confronted with the problein of budget balancing. P’rofessional account.
anta would be chargeable with grosg negligence if, in dealing with budgetary
Eroblems, they dld not sludy and examine the disbursement phase of the

udget. Acvountants viewing the amount of Increased taxes sought to be
ralsed by the blll cannot withhold comment that {t {s Jainentable that there
fs no evidence whatsoever that any attempt has been made to minimize the
need of increased taxation through curtallinent of expenditures, Although ft {4
undcestrable that the fnenlidization of the processing taxes and tbe acceleration
of the bonus payment unbalanced the ordinary budget, it \s submltted that
Congress ehould endeavor to reduce current revenue neads, as far as fs possible,
by reduction of expenditures, and restrict additional taxes to make good that
portion of the precipitated deficit which cannot be met by elimination and
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reduction of expendlture.s. Such additionnl taxes should be temporary levies
and should not be made a part of our permanent tax sgstem,

IV, ALLEGED JUSTIFICATION FOR INCREASING (ORPORATE TAXF3

Among the reasons which I have heard advanced in justification of the
proposed tax on undistributed corporate net income was one which has a popu-
lar appeal. It is that, aside from the question of additional revenye needs, the
advantages and privileges of corporations, as compared with partnerships and
sole proprietorships, amply justify a heavier tax; also, that, in the past, cor-
portatlons have enjoye) tax benefits denled to partuerships and sole proprietor-
ships. Let us lnok at the record:

“From 1009 to 1013, corpomtions were subjact to a Federal excise tax, al-
though {t was not until 1013 that Individuals became subject to Income tax.
During 1018, corporations were subject to a combined Income tax and ex(ess-
profite tax which attained a maximum of §2.4 percent; the correspouding max-
fmum tax applicable to individuals was 77 percent. However, dividends dls-
tributed by corporations (which, as stated, might have pald a maximum of
$2.4 percent) became subject to surtax in the hands of reciplent stovkholders
up to a maximum of 65 percent, or to a comblned tax of 03.84 percent. Cor-
rorations were also, of course, subject to ¥ederul and State taxes on capital.
Durlng Iater years, the tax on tndividuals, relative to that on corporations,
became higher, so that it §s true that {n many {nstances there was, and
still 13, tax cconomy In conducting business as a corporation. There Is econ-
omie Justification for soime differentiation, hecause a stockholder of a corpora-
tion does not actually enjoy corporate profits until they are made avallable to
him, a3 was recognized by the Supreme Court in FEisner v. Macomber (252
U. 8. 189). However, merely from the vlewpolnt of Federal, State, and local
taxation, advantages no longer exist in favor of conducting small enterprises
in corporate form.

V. CONSTITUSIONALITY OF THE REVENUE BILL

Speaking for inyself, may I venture to assert that it takes considerable fu-
genulty to formulate an unconstitutional law taxing corporations? While the
constiutlonality of revenue acts has never been attacked beeausge of the presenco
of two redundant and almost unusable tables of rates, challenge has been based
on alleged lack of required uniformity of burden, on the creation of trrebuttable
presumptions, and on other grounds; other Federal lcgislatlon has also been
attacked on the ground of lmproper delegation of authorlty because of conflict
with the due-procéss clause, and because of arbitrariness and discrimination.

The memberg of the accounting profession do not pose as experts on consti-
tutional construction. There are elements in the bill, however, which warrant
concern about constitutionality. It is somewhat questionable whether a tax
which requires the mathematical calculation which this bill Imposes on the
taxpayer would find support in the courts, especially if the trler of the {ssue
attempted to calculate the tax. More important, however, I night direct your
attention to that provision of the act, In section 16, which makes the Commis-
sioner’s decision final, that 1s, irrecbuttable. I aoi in some doubt as to whether
the courts would sustain a palpably arbltrary declslon by thie Commissioner
when the available facts clearly ncgatived the correctness of hls conclusion.
Quite evidently, too, the tnx {3 not measured by elther gross or net Income,
but on a radically different hasis, Also, there fs manifest discrimination, pos-
sibly too arbltrary, among classes of corporations. What the attitude of the
courts will be with respect to such a levy accountants are not called upon to
attempt 10 prophesy.

I do not wish to be misunderstood; T do not clalm that the bill before you
13 unconstitutional in any of its parts; 1 do venture to Indlcate, however, that
congressional enactments much simpler In fmport thagn the one tefore us have
been held unconstitutional by the High Court, recently and dramatically
enough to be in the micds of all of us.

VYL WHY RI8K THE LOSS OF AFPROXIMA1IELY $1,000,000,600 FIR ANNSUM
The existing levies on corporate fncome are as follows:

1. The ordlnary income tax, ranging from 12134 percent to 15 percent (prior
thercto at 13% percent), which, together with the tax ¢n A ccosofidated income
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bass, and the surtax under sectiens 102 and 331, ylelded $572,117,876 during
the lust complete fiscal year which ended June 30, 1033, and collections under
which duriog tha preseot fiscal year have been $125,275,022 greater thun durlng
the corresponding 9 months of the preceding ycar.

2. The capital-stock tax at the rate of $1.40 per $1,000 of declared valuation
which, at the $1 rate imposed under the 1434 act, yleided $91,508,121 during the
last coluplete fiscal year which ended June 30, 1138, Cdllections at the higher
rate during the first 8 wonths of the current fiscal year have been $083,080,878,
sn {increaso of $3,143,172 over the corresponding pertod of 1935.

8. The excess-profits tax at 6 percent and 12 pereent on income In excess of
the awounts freed froin the levy because of the capltal-stock tax which, at the
O-perceat rate then In effect, ylelded $0,560,483 during the last complete flscal
year ended June 30, 1635,  $10,000,000 was the estimated yicld for the current
fiscal year, per the 1033 repolt of the Secretary of the Treasury,

4. The surtax under scctlon 102 for unreasouable or Improper accumulation
of surplus, at 25 percent and at 35 percent, and the surtax on “personal holding
coinpanles”, under soction 351, at rutes ranging from 20 to G0 percent. The
yleld from these sources has not, so far as I know, been published separtately,
but it Is undoubteliy avajlable to the commlittoe, ay It I3 the estimate for.the
current year. Thls levey 18 retalned In a limited form, as is also the surtax
on “persopal helding companies.”

The total yleld from all taxes on corporations for the last fiscal year which
ended June 30, 1833, was $670,166,480; collections for the current yeur are
runnlng ahead of those for last year by approximately $131,600,000. (If
business continues to finprove, it Is reasontble to expect cor-espondingly bigher
ylelds from the sources under discusslon. Indeed, the Statlsticlan of the
Treasuty has estimated that all corporate taxes for 1638, if the exisling law
remains unchanged, would amount to $1,132,000,000.)

In conslderiug the revenue bill, consideration niust, of course, be givea to
the proposal that, save fur the temporary retentlon of the capital-stock tax
at half the exizting rates and the tewporary retention of the excess-profits
tax, reasonably assured [ncome of over $1,000,000,000 Is to be abandoned, in
the bellef that the complicated and novel measure under discussion will yield
a permanently Increased revenue of $620,000,000 per annum irom the proposed
levies on undistributed corporate Income and from the proposed Increased in-
come tax on dlvidends recelved by Indlvlduals, which are to become subject
to the normal as well as to the surtax. RFellow accountants with whom [ have
serlously discussed the matter, while hesitating to criticlze official estimates,
agreo with me that 1t I8 quite Impossible to exaggerate the unavoldable hazards
of relylog on cstimates of yleld from so novel a measure as the pending
revenite blll.

Buppose, Just suppose, that the Supreme Court were to decide that the new
tax law is unconstitutional. Personully, I shall not argue with anyona who
claims that the risk of such & deciglon Is Immeasurably slight, nor do I, sup-
pose that anyone of competence would unqualifiedly assert that under no
circumstances is it concelvable that the High Court wmight find the propused
bill In its major provisions, Invalld. Whcther the Bchechter (N. R. A.) and
the Triple A (Hoosac) decislons were or were not catastrophic in thelr effect
12 quite beside the point; a final declsion holding unconstitutional the proposed
levy on corporations would work unthipkable Injury to our national f -ances.

To me it seems abuudantly clear that those who are charged with the regpon-
-sibility of revenue ralsing would not early assuwa the coustitutional risks
{izherent in the proposition. Furtunately, as I shall at oace proceed to shaw,
it Is entlrely unnccessary Lo assume such risks.

YII. A SHOITSIORTED FISCAL POLICY

Witnesses before the Ways and Mecans Commlttee have clearly indicated
that the fiscal policy of corporations which resulted In the creation of sur-
Dluses durlng profitable years alone made possible disidend dishursements
during lcan years. In Ihe teachlng of economlcs and corporute finance, the
principle of profit consexvation for divldend-stabllization purposes has long boen
regarded as sound doclrine, . :

Recently, the Natlonal City Bank of New York, on the basls of Treasury
statistics, showed that duiing the pcrlod from 1021 to 1833, while the average
annual reported pet fncvme for sil corporations amounted to $3,200,000,000,
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dividend disburseménts during the same perlod averaged, $3,000,000,000 per
annum. Motre tignificant wus the showing that during 5 of these 13 years divl-
dends were distributed, either in the absence of net Income or in amounts
substantially In excess of net income. Thus, during 1930, the fiest full yeur of
the depression, dividends aggregating $5,600,000,000 were pald by corporativna
which, during that period, reported net edrnings of only $1,400,000,000, In
that year, for example, the corporateé income tax rate was 12 percent; without
adjusiment for the deflcits of corporations which were taken into account
in the determination of the aggregate net income, and on the assumption that
the conclusions predicated on the statistical data employed do not require
gubstantlal adjustment, the Treasury would have foregone collections of over
$168,000,000 had no tax been levied, as I8 proposed In the revenue bill, on
corporations which had distributed all of their corporate earuings. At best,
to waive taxes of corporations which distribute all' of their current lacome
wmanifestly would exempt from tax, during certain lean Yeﬂods, many large com-
niés with substantial income; to reduce the tax of dividend-paying corpo-
rations proportionately to the ratlo of dividends pald to net income would
similarly benefit many companies amply able to meet tax obligations,
Morcover, 1t Congress is to embark on the policy of taxing current corpo-
rate fncome on the basis of the amount retained, it shoild be clear that while
terporary collections will be greater, during perlods of business recession
three evils will be superlmposed on those which are Inevitably associated with
depressions: (a) The amounts distributed by corporations will be less because
thelr reserves will be less; (b) dividends received will be less, the tax on
these dividends wiil be less, and stockholders will bave less to spend when
spending i3 most necessary; (c) those corporations which are conducted profit-
ably despite the business recession {and thére are some) will ray no tax on
their profits at a time when the Govérnment needs income most, because of the
prob{anbmty that these corporutions will distribute most, it not all, of their
earnings, ' ; o ' ,
An analysis of the normal probable effect of the proposed bill appears to

‘Justify the concluston that {t embodies a short-sighted fiscal policy—a policy
‘'which attempts to collect in taxes more thap the trafiic will bear, without

concern for the flscal needs of thé motrow. Legislation so conceived lacks
the essential qualitles of statesmanship and I8 without vision.

VIIL INVLUENCE ON OCRPORATE FINANCING AND GROWTH

If the present blll represents a permaunent attitude of Congress toward cof-
porate taxpayers, financing throagh bond Issues will inevitably be discouraged,
because it will Lecuine Increasingly difficult to assure bondholders of the estab-
Jisbed mode of protection to which they are entitled. Provision restricting
dividends so long as bonded obligations exlst, and adoptlon of a policy .of
amortization (thus interfering with the free use of earnings for dividends on
common and preferred stock) will be hindered because of the penalty od reten-
tion of earnings. And as one regards this problem one cannot be unmindful
of the history of taxatlon here aud elsewhere. A tax tends to became crystul-
lized ; the temptation to Increase rates becomes {rresistable; hence, whatever
the evils in the proposed bill may be, such evils tend to become greater as the
needs for increased revenue arised. It is for thls reason, among others, thit
constructive critlclsm of the measure e*:uld be free and unrestricted.

Now, as to the growth of corporations. It Is almozt too manifest for argu-
ment that corporations which, in the past, have bullt up large surpluses will,
through the inevitable effect of the tax policy incorporated fn the bill, be tre-
mendously advantaged in competition with corporations that have no sur-
pluses or defliclts and with newly created enterprises, S8urely, the framers of
the reveaue bill could pot have Intended any such boon to the opulent cor-
poration, :

15, BAFER KXPERIMENTATION

Iv Congress decides that it really wishes to experiment with a general tax
on undistributed Income, two perfectly safe alternativea are avaltable: (1)
Extensicn of existing sections 102 and 351; (2) Continuation of exlsting taxes
ﬁ\:pplementcd by a -minor (éxperlmental) tax on undistributed corpotate

come. ' . '

(A) Batension of eaisting sections 102 and 351 —Under section 851 of the
exisiing law, a surtax is levied on Incomes of personal holding compantes.
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This Is in addition to the normal tax on the statutory net iacome of such cor-
porations, levied at the rates applicable to ordinary corporations. The statu-
tory net income Is adjusted in the manner clearly set forth in the law, and the
excess of such adjusted net income over dividends pald during the taxable year
and after a 20-percent reserve and & reasonable reserve to retire indebtedness
incurred prior to 1034 fs subject to a graded surtax ranging from 20 percent
to 60 percent.

To the extent of the validity of the criticlam directed agalnst corporate man-
agemént, namely that because & few stockholders are in control, Income is per-
mitted to accumulate unreasonably and vnnecessarily, the definition of personal
holding company could probably be modified so as to cope with major abuses.
Surely, if the criticism i3 predicated on the conduct of a relatively few cor-
porations which are cuntrolled by a handful of stockholders, that fact hardly
Justifiea such radical change fn our taxing system as I8 contemplated in the
revenue bill, ‘ : . )

Section 102 of the existing law deals with mere investment and holding cont-
panies, regardless of the number of stockholders, and with other ordinary busl-
ness corporations which are used or availed of for the purpose of accumulating
‘unreasonadble surpluses. While it {s understandable that the Treasury has
experienced difficulty in enforcing the provislon generally, except with respect
to mere holding and investment companles, I wouder if the ingenulty of those
now charged with fiscal responsibility could not suggest more effective admin-
istrative provisions than those contalned in the present statute. 1 suggest
that officials both of the Treasury and of the joint congressional committee be
urged to make appropriate recommendations. For myself, I ar not piepared
to concede that enforcement of the principle of section 102 i3 fmpossible.

(B) Continuation of cxizting tares supplemented by a minor (expenmental)
taz on undisiribuied corporate income.—If it is to be assumed that Corigress 1s
determined to experiment with a tax on retatned corporatz earnings, I suggest
that the existing corporate levies be contloued; that if other alternatives are
not acceptable, a flat corperate jncome:tax rate be Lisposed elightly higher than
the ‘existing maximum graded rates; that the norma! tax be made applicable
to dividends recelved by Individuals; that the normal tax on Individuals be
inereased by one or at most by 2 percent, or that the specific exemptions be
moderately reduced; and, in additlon, that a very moderate, stmple, and experl-
mental tax be imposed ‘on undistributed corporate income. ’ o

I suggest for discussion a tax of 1 percent on the first 10 percent of retained
net fncome (determined by dedutting frém ordinary net income the applicable
ncome tax thereon, capltal losses not deductible in calculating ordinary net
income, and taxable dividends disbursed during the dividend year), 2 percent
ob the next 10 percent with similar gradations until a maximum of 10 percent
on the final 10 percent of retained net income has been reached. -

There may be some Question as to the constitutionality of any levy on retaine
net fncome because it 13 neither on gross income nor on true net {ncome, but
the chances are that such a tax levied on corpurate taxpayers would survive
the constitutional test. Bat even {f the levy were eventuvally held unconstita-
tlonal, no great harm would ensué. On the other hand, If the levy were found
to be constitutional, Congress conld safely, it it so decfdcd, later embark on a
wider and more comprehensive plan of taxing undistributed net {ncome.

X. SINPLIFICATION OF THE REVINUN BILL

It Congress is deterinincd on enacting a general tax on undistributed npet
income of corporations, simplification of the revenue bill should be sought, even
at the expenso of theoretical (but never completely attainable) equitableneas,
Why, for instance, should Congress wish to avold “Income brackets” for cor-
porations and retain them with respect to individuals? Insofar as the revenue
blll undertakes to tax ordinary bLusiness corporations, ft Is primarily on the
basis of the retained net income, a concept which 1s quite different from taxable
net incume as jt has developed under the present series of income-tax laws.
That concept, however, is the basis of the surtax under sections 102 and 851,
Perhaps the basis for acceptable compromise may be found In the fotlowing
relatlve stmple tentetive propoals in which tho suggested tax on retulned net
income Is based on net income and specified deductions therefrom: :

{1) Applicable to ordihary corporations without speéclal problera :

{a) Deductions to be allotved for capital lossés not taken inte consideration
in the determination of ordinary vet income but in no event to decrcase tho
ordloary net Income by more than 15 percent thercof H
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. (b} Deductions also to be allowed, for distribution of earnings taxable in
the hands of Individuals, limited, howerer, to one-third of the amount thereof,
and In no event to decrease ordinary net lucotne by more than 23 percent thegeof.

If the maximum deductlons are taken, the net tax will be equivalent to 12
percent of the ordinary net lucome; ordinary dividend alstributions up to three-
fourths of the amount of pet earnings will be encouraged without unredsonable
harshness or questionable validity or undesirable economic consequences; and
the yleld from tufs on_individuals will be increaset. Under the provislons of
the revenue blll, it 75 percent of current earnlngs gre distributed, the tax on
net earnings would be about 4 percent for ordinary cojporations with Ipcomes
up to §_,000 and 73 percent for such corporatious with {ncomes over $10,000;
the correspouding tax hereln proposed is 15 percent. _

(2) Applicable te personal holding compaules: Continue the surtax under
existing scctlon 331, with rates provided in exlIsting section 102, and continue
:he ex:sung normal tax on such corporations, or, preferably, substitute a flat

ex rata

(8) Applicable to mere investment or holding companles; Same as tax pro-
posed for sectlon 351 corporations above,

(4) Applicable to corporations 1n bankruptey or in court reorganization pro-
ceedings: A tax of 10 percent on the ordinary net Ilncoma.

(6) Applicable to corporatlons with statutory and/or binding legal restric-
tions on payment of dividends:

(a) A tax of 20 percent on ordinary net income.

(d) Deduyctions to be allowed for capital losses not taken into consideratlon
{o the determination of ordinary pet income, but iz no event to decrease the
ordinary uet income by more than 15 percent thereof. .

(¢) Deductions also to be allowed (i) for distributions of earcings taxable
in the hands of {ndividuals, ({{) fo. the amount of current net eﬁrnlngs which,
pursuant to statutory requirements, caonot be distributed a8 dlvidends; snd
({11) for the amount of current net earnings which, pursuant to blnding written
agreements between the taxpayer and its creditorg in exlstence on or before
March 8, 1836, cannot be distributed as dividends; the aggregate deductions
hereundzr Mimited, however, to 50 percent of the aggregate amount thereof, and
in Do event to decrease ocdinary net income by more than 25 ‘?ercent thereof.
The proposed provision lor including among deductions Item (i1) accomplishes
part of tbe evident purposes of section 14 more simply ; it s also more equitable,

XL ENCQURASEMENT O¥. CAPITAL DISBURSEMENTS

It 13 a trite observation that In the framing of a revenue measyre economfe
conditlons should, as far as possible, be taken Into consideratlon. Many ob-
servers agree that the continuance of the existing economic derangement is due
pertially to the persistent volume of unemployment, and that unemployment is
most severe and dlstressing in the go-called heavy or duradle goods Industries,
In the endeavor of the administration to remedy this situation during the past
2 years, among the billlons disbursed for direct and indifect rellef, many mil-
Jions have been spent to deer. ase unemployment in the heavy Incustries. Dis-
counting adrverse and unfriendly criticism and allowlng for faulty labor statls-
tfes, 1t 13 nevertheless unfortunately true that fmprovement 1n these Industries
appears not to hive been commensurate with the amount spent by Federal,
State, and locnl governments, I am too well aware of how history manages to
ignore prophecy, wheiher optimistic or pessimistie, to assert without the utmost
qualification that, fn 10y opinlon, democratic government s *« danger unless
business and Industyy cope successfully with this problem of unemployment.
The question then becomes: How, if at all, can taxation most effectively co-
cperate? I offer for the consideration of the committee a proposal that dis-
bursements for replacement of, and additions to, plant and equlpment be, to A
very limited extent and during a relatively brief period of time, permitted to
décrease tax Habdbllity. The effect should be in line with Government policy.
My tentative suggestion, prim»2.y for consideratlon and discusslon, is-asg fol-
lows: That, applicable to the taxable year 1938, disbursements m:-de (and not
merely obligatléns incarred) for plant and eqoipment replacenient ard additions
actually tnstallad shall be allowed as & deduction from ordina.y ret income to
the extent of 80 percent of the amount of the disbursements, but not In excess
of 20 percent of the ordinary net {ncome; that, applicable {v the taxabdble year
1037, ruch disbursements shall be nllowed as a deduction to the extent of 30
percent of the amount of thg disbursement, -but not to exceed 20 percent of
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ordinary net income. I trust tbat po similsr provision will be necessary,
desiradle, or expedient for the taxable year 108 :
The suggested proposal under any given sel of rates, under existing law or
regardless of the type of new revenue legislation which may be enacted, would
unquestionably result fn decrcased revenue; the estlmated loss need not be
provided for by increased basic tax rates or otberwise, because of the probability
that improved business and increased employment in the heavy-goods indus-
tries would result fn Increased corporateé and Indfvldual taxable {ncomes, and
beczuse such prospectively increased employment would at least correspopnd-
ingly reduce the Governmexnt's responsibility for emergenty retlef. .
During the pdst 2 years, taxpayers have been permitfed deductions for
de})reclatlon at substantially lower rates than those which were atlowed there-
tofore. The tax effect of this polley, 88 administered under Treasury Decislon
4422, which was promulgated op February .8, 1034, 1s {ndicated in the reports
of the Commissioner of Iaternal Revenue for 1834 and 1033, From March
15 to July 13, 1634, & total of $248831,643 of claimed depreclation was dls-
allowed, resulting in Increas.d taxable incoma of $242.424,222 and recommended
deficlency assessments of $29859,304. For thé full flscal yéar 1933, the totsl
dlsallowed for claimed depreciation deductiéns was estimated at 081,9%;
the resultant additional tax at $351,016414, and the amount of such additiona
tax agreed to by taxpayers at 032112, 1he slower depreciation write-oft
has undoubtedly teaded to, delay plant rFeplacement, When a capital account
on the books has been nearly written off, replacement reserves are correspond-
ingly laige and managenent Is not as prove to hesitate to make replacements
as when machinery still {n use apjears on theé books :5 a relatively greater
value. This retardation in replacement has undoubtedly had some appre-
clable ¢ffect on fncreased unemployment in the capital-goods industries. The
suggestlon for temporary allowance of a Iimited part of ‘the cost of replace-
ment and additlons is, in addition to the other reasons sdvanced, predicat
on the exlstlng depteciation sllowance policy. . L

XII. FINANCING THE ACCELLRATYD BOXUS

The President’s message advised Congress that from $120,000,000 to $160,-
000,000 would e required annually for the next D years to amortize the cest
of the recent bonus 1slation; fn the spocific recommendation $120,000,000
wag the figure empl . Speaking In what follows for myself alone, I feel
that it I1s & fair assomption that the bonus legislation was enacted because
Congress beileved that there was an overwhelming, popular ‘demard therefor,
It Is unthinkable that Congress should wish to lLave the electorate know
exactly how and to what extent and by whom the burden of financing the
cost of the bonts legislation Is borne? If a direct tax is ever justified or
expedlent, the financing of popular legislation would seem to provide the
occaston. For this reason, I invite your attentlon, without recomnendation,
to the desirabllity and expedlency of having the cost of the recent bonus
legisiatlon borne by popular subscriptlon, as it were,

In this connection, 1 direct your attentlon to the fiscal possibllities of a
tax on salt. Production of talt In the United States, during 1634, amounted
to 7.612,074 short tons; m tax of 1 cent per pound would be equlvalent to
8152,241,480. Not all of the ealt predu is of the table varlety, of course,
and the tax could be so calcalafed as to be equivalent to 1 cent per pound on
the refined product, with the resulting tax somewhat less than the figure glven.
A salt tax; i levied at the point of origin, would not create substantis] admin-
{strative problems because the number of domaostic producers, per the stsa-
tistlcal abstract for 1833, is less than 100. } .

Naturally, any commodily tax which Congress might decide to Impose would
:vold the constitutdonal pitfall which proved the undoing of tba processing
ax. .

Primarily for the purpose of reminding you of their tax potentlalities, I shail
also refer to three other commodities which, at least administratively, also lend
themselves to simple levlea.

The domestie consumption of sugar during 1835 {s given as 6,632,516 short
tons. Much of this sogar 13 imported. If a tax of 1 ceut per pouné could be
levled at the import point and, with respect to the domestic product, at the
refinery, the yleld would approximate over $180,000,000. .

65545-—38--——0 :
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. The lmport of coffee Into the United States during 1035 amounted to 1,004,
770,000 pounds. A tax of 5 cents per pound, administratively easy of collection
as an {mport duty, would ylcld about $73,000,000, .

. If coffee were subject to tax, tea should also be taxable, Tho jraport of tea
during 1633 amounted to 08,705,000, A tax of 10 cents per pound would yield
sbout $9,500,000, while a tax of 20 ceats per pound would yleld abgut $19,000,000,

XUL TEEATV.ENT OF INTERCORPORATE DIVIDENDS | | o

" In the 1635 alt, by seétion 102 (h), 10 percent of dirldendd recelved by a
corporation from a dotaestic ‘¢orporation was made subjéct to the normal tax.
In the same act, by section 110, the break-vp of pyramnlded corporgte structures
was encouraged by permitting tax-free liquidations over a perlog of 5 years. 1o
the bill 'under consideratiqn, by séction 27 {§) (4), Intercompany dividends are
subject to maximum taxes, even though the passage of the dividend to the
parent unit {s expedited and the top corpordtion makes immediate disbu ent
to its stockholders. Speaking for myself and not for my committée (which was
not consulted about the matter), I feel that the inerjtable result could not have
been Intended. Punitive taxés dlrected agalnst corporationy treggently hurt
irnocent stockholders. I belleve that the minfmum change should éxempt from
the arplication of the subsection (1) corporate groups which aré In process of
statutory liquidation under section 112 (b) (8) of the b}ll, and (2) group Inter-
company dividends which are distributed to others than controlling corporations
during the' “dividend year” In which roceived. ‘These corporate groups should
not be'forced to seek lawlul means of escape, such as 1s ladicated, for xawple,
Ia oection 27 (3) (3) ot the biil. T . .

X1V, SPECTAL PROVISION FOR AMFRICAN-QWNED rmuqr& PRIVATE CORPORAYIONS

“1¢ I8 no'secrét to the tax administration and to this committee that h;gh taxes
tend to drive to cover those taxpayers who can escape the tax colluetor, Therd
are probably no avallable statistics relating to the number of Americand who
formed or use forelgn corporations for the primary purpose of lawfully minimiz-
Ing or avolding United Statea taxes. Under the existing law, upon the death of
stockholders In such cotporations, the &late ig, in effect, wiped clean. Although X
have not had an opportunity to poll my own committee on the matter, I ventu e
Yo offer the guggestion that Congress might wish to permit the retyrn of such
Amerlcan-owned forelgn corporations under terms which would make the return
not too onerous, and thus bring within tax reach funds and transactions which
otherwise would continue to remaln lawfully immune from Amerlcsn procesa
Something like analogous precedent for this 2stion may perhapg be found
§n sectlon 110 of the 1033 act, which appeara as sectlon 112 (b) (8) In the revenue
blll. This sectlon, as all of you, especlally Senator Sterling, will, recall; was
Intended to encourage tiie break-up of the pyrawided corporate structyre recently
under critiddsm. My suggest.on is to encourage tbe dissolution of Amerlean-
owned foreign private corporations, Two methods suggest themselves: ' . © -
(a) Liquldation of the asseta to Amerlean stockholders subject to a flat tax of,
say, 1214 percent of the amount of galn realized, but . with no, allowance for
corresponding Tossed, e et Ly .
" (b) Transfer of the assets to existing or to newly created doniestic corpora-
;l&nss mt:der conditions and restrictions simflar to those in section 110 of tha
act, . } . ) RN '
The privilege referred to should be avallable durlng a very )imited perlod of
time, say 1 year from the enadtment of the governlug legislation, .

XV. FOSTPONEMENT OF REVENUE LAW ’l\f!mlﬁﬂ, UNTIL 'm‘oao'uo_u ‘ecmsi’mo !
o BEVISION 13 rofsumig " . T 7 "

I belleve it must huve been made abundantly clear that the bill under ons
sideration {8 pot an ideal revenue measure. -It Is equally nbvlous that the
proposal does not pretend to be a fundamenta) revision of our entire scheme
of taxallon. Our tax laws are In need of sclentific an@ fundaimenfal reviston,
It may or may not be feasible in the procezs of revisien to cooperate’ with
State taxing authorities. . There:are those who' believe, however, that nuch
may he done ta extend the existing legislatlve And administrative cboperation
between the Nation and the States. s R - Pt "

For all of the reasims which bhave been advanced I venlure ta recommend :

{1) That the plecerneal tinkeriog implicit in the revenue bl be abandoned,
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.. (2) Tbat temporary ‘emergency revenue, strictly limited to an egsential
and irreducible minimum, be provided for the current and for the next fiscal
year through ope er more of the followluf sources : Increased rates on cOfpo-
tate income,! Increased normal rates on {ndlividual income,- reduced personal
exemytion, subjecting dividends receired by Individuals tQ the normal tax,
assured tax on nonresident alleny and corporations, a small ynit tax on one or
more commodities.

(3) That the Jolnt Congrestsonat Committee on Taxatlon, or a special joiut
congressional commitiée, shoold be forthwith assigned to the task of studying
our tax system and fixcal needs and to report its findings and recommendations
by March 1, 1937, : R

The CuairmaN, The next witness listed is Mr. Satterleo, of New
York City. I heat no response, and apparently he is not here.

Mr. Lane is the next witness.- i S

STATEMERT OF E. H, LANE, THE LANE C0., INO, ALTA VISTA, VA.

The CrairMan. Mr..Lane, you sre from Virginiaf

Mr. La~e. Yes, sir, . . C

The Cuamuan, We will give you 20 minutes, Mr. Lane, and if
you can_get through in_less time, we will appreciate it, but if you
do not finish, if you will state your proposition, you may put your
brief in the record, o o :

Mr. Laxe. Mr, Chairman, I guess that a businessman to come up
here is taking a lot of nerve, because it seems that for the last few
years it has been a sort of open season for businessmen. : ‘

Woe started a little business down in Virginia in 1912, and when
this new tax bill was presented we bégan to visualize what that
would have done if that had been in effect during the years of our
business existence, not so much that it can go back and hurt us over
those years but the fact is we have about 3,600 dealers in this country,
a lot of whom have lost a good part of their working capital.

Scuator Bagkrey, What is your business; you have not stated.iti

Mr, Laxg. I am-a manufacturer of furniture, cedsr chests. and
things of that kind.© . - : ~

Scnator Bszkrey, Household furniture!

M¢, Lane, Yes, sir,

Sepator Connawry. You are from Marion, Va.? o
. My, Laxa Alta Vista,; Va., a small town near Lynchburg. Of
these dealérs we cell to, they are of varying credit, first-grade credit,
who discount their bills and all such thijigs; the second-grade credit,
which is a lesser grade, and the third-grade credit; which méans
credit of almest any kind. . . g U
: A lot of them. have lost their working. capital during the de-
pression. If I was speaking from my own point of :view, I would
say go ahead and pass the law for.the reason wo have sufficient
capital in our business. We have 4 lot of competitors who have lost
their capital during the depression, and it would be that much easior
for us to stay, in the industry, because wa can get capital from the
capital market, but we have competitors that cannot. get it, and they
would not require enovigh capifal to interest the gencral market.

We have pbout. 1,600 dealers who wo are afraid of going broke be-
causo thoy. weve so impaired in-the:last depression. T will say'6ur
capital position has been impaired somewhat in the last depression,

LY . St [EIELI . ' l
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and we are worried over that, because if our dealers go broke, they
will pull us down.

I have tried to prepare s little picture of what will happen to our
business if this propesed tax law had been in effect during our period
in business, and I can give that in a briet form, or fo into detail.

The CuairmaN. Just give us a brief statement of it.

nator Braox, Is your business incorporated, or a Eartnemhip!

Mr, Lane. It is incorporated, a close corporation, with only about
75 stockholders, ’

Senator BarerLey, What is ths capital stock?

Mr, Lann. We have 10,000 shares no par-value stock, and our
present capital is about a million dollars ‘

We started with a capital in the beginning of $18,000 and we
added to it froin tima to time, until it got to about $189,000.

Between 1912 and 1915 if we had had to an additional taxes on
this business I think we would have.gone broke, because we were
just about a half a jump ahead of the sheriff all of the time, and
under this proposed bill we would have had to pay $2,100 of taxes
in that period, whereas we did not pay anything under the old tax
law in effect at that time. .

Senator BarkiLEY, You are going back to 1912, there was no* any
corporation tax at all at that time : ‘

Mr. Lane. I understand, that is correct, it was not until 1913, but
the point I am trying to make, if we had had any additional taxes
to pay, it might have rubbed us out,

nator Barxrey. If you had had that tax, you would have taken
it into consideration in the profit on your commodities!

Mr. Laxe. Well, Senator, I do not know how long it has been since
m have beel. conducting & business of this kind, but if you have

n, you know that it 1s the public that sets the prices.

We paid $1,200 taxes in that period, and the bank gave us all they
could, we got every nickel we could by pledging all of tho security
we had, even using our accounts receivable, which is the last card
a manufacturer has to get money, and by putting mortgages on our

roperty. } . ’ :
P e have a lot of customers who are today in the samo fix.

Tn 1912 to 1818, which covers a greater period, our compary made
a profit of $35,000. : ‘

Senator Hastings. During the first 7 years?

Mr. Lan#. Yes, sir.

Senator Hastings. $35,000 for the whole period of time? ‘

Mr. Laxe, Yes; and paid out approxiriately 10 percent of that,
or some §£3,000. ) ) :

Senator Hastinos, For what!

Mr, Lane. For dividends, and we paid out approximately the
same amount in takes, to be exact, $2,937 paid in taxes during that
period. Under this new bill, we would have had to pay $12,500 or
85.7 percent of all of our earnings in that time. )

Senator Hastings, You mean on the profit you made of $33,000,
as you understand this bill, you would have had to that taxt

Mr, Lane. Yes, sir. I would like to say thers are soine provi.
sions in this bill for com{mnies who have fixed debts and that kind
of thing, that, which I dare say, figures out better, but we do not
understand how it would be,
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Senator Brack, Would you mind putting down the profit you
made each year so that we could have it figured out, because if I un-
derstand the bill it would not have been that much tax.

Mr. Laxe I will be glad to put in those figures.

Senator Barkrey, Your figures are before or after you paid the
stockholderst ‘

Mr, Laxe. From 1912 to 1018 we paid out 8.6 percent of our carn-
ings in dividends, and the faxes amounted to 8.3 percent for the same
period, so that the Governinent got afproximatel as much as the
stockholders did. But under this bill it would be approximateiy
35.7 percent paid out in taxes. S .
Senator Barkrey, The tax of 35.7 percent was on the total that
remained in the corporation; you did not pay & corporation tax on
whalt you distributed to your stockholders, although they may have
paid it, S : .

The Cuairyan. They paid this on the profits of the corporation.

Senator Barkrey. Back in 19131

Senator Kina. As I understand, this is 1912 to 1918.

Mr. Laxe. That is correct.

Senator Brack. Would you mind putting down the figures of the
profit for each year so that we can figure that out on what you
reserved? I believe you said you made $85,000 in that period.

Mr. Lane. Yes, sir; from 1912 to 1918.

Senator Brack. Do you have it by years?

. hblrikLANL I can furnish it by years, but I haven't it here except
in bulk.

Senator Brack. Do you have your net income for each year theret

Mr. Laxe. No, sir; not here. I just brought some bulk data that
T thought we could use, and you would like to see.

Senator Brack. Was it about even each year!

Mr. Laxe. No, some years we had a loss and other years we made
money, ) v :

‘Senator Brack. You kept all of this in your business?

Mr. Lane. Yes, we kept all of that $35,000 in the business, except
$8,096 paid out in dividends, ar.d $2,937 we paid in taxes,

Senator BARKLEY. Let me see if I have that correctiy. Thirty-
five thousand dollars is the profit from 1912 to 1918, annuallyt

Mr. Lane. Noj that is the total profit for the entire peitod, and the

int that is worrying me about our accounts is that when a concern
18 yonng, trying to go ahead, it needs every bit of strength it can
Eea and this bill will sap the strength away from them. We have

ad competitors that lost a lot of money in the depression, practically
lost all of their working capital. . .

Thoe Crnameman, How would it sap your business )

Mr. Lane. Mr, Chairman, it was taking something over one-third
of the money we made, whereas it only tock 8 percent in tho old tax
situation, and to show we are not ma ing anything out of it we did
not pay any dividends to amount to anything in that period.

The Cramuan., How much are you earning now, what is your
profit unnuallff , .

Mr. Lane It fluctuates, of coufse. Tast year, I think, accordin
to the way the Internal Revenue Department figures it, we earn
$160,000 net, o e

The CammaN, Did you declare any of it in dividends!
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- Mr, Lane. Yes, sir; wo paid:approximately one-third of that in
dividends. .

The Ciamrman. Do gou think it would have hurt you if you had
paid out 30 percent and retained 80 percent? '

Mr, Laxe, Mr. Chairman, I will answer this way, last year we
spent about $80,000 in improvements in our plant, and this year we
are planning to spend $110,000 in improvements.

© could use our reserve to increase working capital, but we would
have to become static in capital, and could not grow any more, as we
see it. I cannot understand this tax bill and I have had lawyers,
tax experts, and everybody else try to explain it, and I cannot under-
stand it at all. .

The CuamMan. Sugpom five people owned this plant of yours,
and it was a partnership instead of a corporation, they woultf' have
to pay on their individual incomes, would they nott

r. Lane. Yes, sir,

The CuairMaN. How do you distinguish between them? If a
corporation should pay some amwount, why should favoritism be
shown a corporation as against an individual{ .

Mr. Laxe. As T understand a copartnership, as a rule there are not
very many partners, and they can get together and decide what thoy
want to do for the good of the business, but we are just trustees of
some property as managers of the corporation, and we have the stock-
holders looking to us to look after their interests, that never come
to a meeting even.

The Cizairman. From governmental standards why should a cor-
poration be put under more favorable circumstances than a partner-
ship when it comes to collecting taxest

Mr. Laxn. Mr. Chairman, I should have said, to start out, that I
am just a businessman, I am not an expert like Mr. Klein, and I
did not come up here to tell you what kind of taxes to put on, nor
to oppose this scheme of taxation. Mr. Lawson, our vice president,
knows more nbout taxation that I do.

. The Cuammmaxn, Does it not appear to gou as & Jayman that it is

a fair thing from s governmental standpoint that a corporation
should not be put in a more favorable position than an individual
in paying taxesf

Mr. Laxe. Yes, sir; I think so, from a layman’s viewpoint.

The Cuarryar, That is all that is being done here.

Mr. Laxe. Yes; but I wonder if it could not be accomplished
without putting such a burden on the small corporation. A gentle-
man rea(fthis morning & list of 10 corporations who would not Pay
any taxes, and the stockholders would not pay any more tax than
the 4 percent you are putting on the corporation dividends.

I know some tobacco corporations last year and the year before
who paid out more than they earncd during those years, and you
are going to leave them without any taxes at all, and you under-
stand what I am interested in is the small corporation struggling
along that is looking for all that it can get to keep going.

The Cuarmax. We are going to give you an amount of reserve
and there will be no higher tax on that than you have been herétofore
paying, if you analyze that situation. .
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Mr. Lanz. As we analyzed it, Mr, Chairman, this tax as now pro-
Fosed is going to double our taxes for 3 years over what they wore

or 1935, on the same earnings. -

Senator Brack. Double whose taxcst

Mr. Lane. Double our corporation tax. .

Senator Brack. Not the little company, but the company as it is
now.

Mr. Lang. Yes, sir.

Senator Brack. As a matter of fact, you have figured out enough
to know at tho time you are talking about your company being small,
it would have gotten out on a much smaller tax than the 15 percent.

Mr. Lane. No; I have not figured that out.

* Senator Brack. Yes; that would be true, and it would be better
for the small corporation.

Mr. Laxe. The less tax they have to pay, the longer they will
survive. :

Senator Coxnnarry. How does your company handle the income
{hat you oxpect to retain as reserve on surplust o ‘

Mr. Lane. I think I can answer that question best by what we
have done. . -

‘Senator ConNarry. I am talking sbout the experience of your
companﬁv. . . ' - L
Mr. Lane. I will give what we have done in the disposition of
our carnings, % .

Since we have been in business, since 1912, 20.9 percent of our
earnings since we started in business has been reinvested in fixed
assets, e

Senator CoxnNarry. If you do that in the future, yon will not pay
any more tax than you do now, because you retain 30 percent in sur-
plus and reserve, and you will then not pay as much as you do now.

Mr. Laxe. T am not-a sufficient financial expert to say, sir.

Senator Con~arry. All right, you may go ahead.

Mr. Lane As I say, 29.9 percent reinvested. It took 28’ percent
more of our earnings to increase fixed capital to take care of the pro-
duction:that the increase brought abont. So that there is approxi-
mately 53 or 54 percent that it took of our total earnings during that
period for im[])roving conditions of the plant and increasing net
working capital. : : S

Senator ConNarLy. How much do you figure you would pay if
you did that under this bill, say, if you take 50 percent of the earnings
and distribute it and keep 50 percent?. - ‘ .

Mur. LANE. I cannot answer that. I can only say the earnings last
year were $160,000. < :

Senator Barkrey. If you keep $80,000 and pay out $80,000 under
this bill, how much would the tax be?

Senator ConyarLy. Mr. Kent, can you figure that out? While Mr.
Kent is doing that, Mr. Lane, just go ahead and state what the capital
of your company is. . L . :

Mr. LANE. It is approximately a million doliars.

Senator CoxNarry. And you made $160,6001

Mr. Lang Yes, sir. . - .

Senator Coxxarry. That is a very good profit, 16 percent.
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Mr. Lane. Yes; but we have got to look back to 1932 and 1933

Senator CoxnaLLy. We are out of the woods on that now.

Mr. Lane. No, I don't think so; but if so, while we are out of the
woods now, we are looking for the next depression.

Senator Barkiey, You are looking for the next depression{

Mr. Laxe Yes, sir. We paid out 31.8 percent for dividends, and I
think that answers your question of awhile ago. We have paid out 32
percent in round figures of our profits in dividends since we have been
In business, but mind you, 84 percent of what. we have psid out has
been in the last 12 years of our life, or about one-half of otir entire life
of 24 yecars - 3 . ' )

Senator Barxiey. How many stockholders did you have when you
first organized?{ . : : :

Mr. Lane. When we first started we had two, my father and myself.

"Senator Barxiry. As your business grew your neighbors snd
freinds bought stock?

Mr. Laxe. Yes; wo {leuded with them to help us out.

Senator Barkievr. Your stock is not registered on the stock

exchanfe? .

Mr, Laxe. No, sir; it used to be registered at Richmond, but when
the Securities Exchange came on, we dropped it, so as not to be
bothered with making the reports. .

Senator Barkiey. There is not much trading in your stockf

Mr. Lane Very little.

The Crarvan, Buppose you and your father had continued this
busifiess as partners when you first started, have you figured out how
much tax you would have paid as individuals, as compared with what
you wonld have to pay under this billt

Mr. Laxz. No, sir} I have not.

‘The CrairmaN. It would be a greatet amount?

Mr. Lane. I presume it would be from what I have 'learned from

. copartnership arrangements. But my judgment is that conld be cor-

rected, It would seem to be it is important for & corporation to have
a good start, because the point I am trying to stress 1s from my own
experience, Mr. Chairman, how utterly necessary it is to keep every
penny you can get hold of in your embryonie years as a corporation..

. The Cuairmaxn. Yes; you have got to kecp some money in the
business, you have got to enlarge, but if it is a copartnership and
they are paying taxes much higher than the cor'poration, and what
we are trying to do is to put them on sn even keel. :

Mr. Laxe. I think it is an unfairness that should bo cotrected in
some may, but I am not sure the present one is the way to do it
since we w.'culate that in 1918 our company would have passed out of
the };l)icture if we had been compelled to pay taxes on the basis set up
in this proposed bill. :

Senator Connatry. Mr. Chairman, Mr. Kent hus those figures
now. ' ' o
The Criatraran. Will you state the result of what you have figured?

Mr. KenT. Since the corporation hero was realizing a net income
of 310,000 or less, if it retained 50 percent of its adjusted net income
it would pay a tax at the rate of 18.5 percent; 31.5 percent under thiose
circumstances would be distributed in dividends to the shareholdérs,

Tbh:e((lluuaqu. Eighteen and five-tenths percent of what was dis-
tributed.
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Mr. Kexr. Eighteen and five-tenths gercent of its net income.
The Craiemax. Its net income was how much, did you say? .
Mr. KeNT. Say they had- $10,000 of net income, they rtained
$5,000 in surplus, and tlicy would pay taxes of $1,850 and would pay
out dividends of $1,500, and when they ﬁet into the higher. income
groups between $10,000 and 40,000, under schedule 3, there is a
somewh it different rate, and after they get past $40,000 they would
~pa§35 percent.. oo ; . )
fr. Lane. We earned last year $160,000, and retained half of that;
how much would the tax be on the resti , . . ’
Mr. Kenr. If my arithmetic is correct, it would be about $56,000;
but that does not take into account there are other means of keeping
the money without paying the maximum tax. S
Mr, Lane. That still leaves us where we cannot learn much about
the law from the study we have been doing since the President sug-
sted it and since we got the first report from the Ways and Means
‘ommittee. . - . :
Senator CoNNaLLy, This $160,000 profit you made, was that after
depletion, amortization and all of that figured off .
{r. LaNE. Yes; that is net profit, :
Senator ConnaLLy, For income-tax purposes?
Mr, Laxe. Yes, sir. .
Senator HastiNgs. Was it after tho taxes were paidt
Mr. Lane. After all taxes, but no dividends, . .
Senator Hastines. You did not deduct the income tax from thatt
Mr. Lane. No, sir. In this connection I might say our books do
not a with the Internal Revenue Depar{ment because they do
not allow us to count off taxes the depreciation we have. QOur ex-
perience teaches us we have an obsolescence factor in equipment from
the standpoint of style changes, of which we have had four in 24
years, but they will not recognize those things we think they should

x ize. . L
E.;%e Crammax. Is that due to the peculiar styles of furniture!
Mr, Lang. Yes, sir; that is corregt. .

Senator Kixg. You are not making any solid furniture?

Mr. Lane, Yes, we doj but we are specialty manufacturers, mak-
ing primarily cedar chests. .

%l’l‘l’e CuairmaN, You will admit you make as good furniture as any
other manufacturersf .

Mr. Lane. Yes; of course. -

.. Senator BarxrLey, You do not make any antique furniture?

- Mr. Laxe, Not much, but we have a set of furniture, & duplicate
of the Mount Vernan furniture, but that is high-priced furniture, and
we do not make any mouey out of it.  Our cedar chests, on account
of being nationally advertised, we can get a volume of production
on it and can make some money on it. .

The Cuawryan. If you want lo, one of the experts on this propo-
sition of figures will be glad to cooperate with you and tell you every-
thing about it, ‘ .

M%. Laxe. I think we have learned a lot today, gentlemen, but I
_want to say this: We know that twice during our business career,
:1918 and 1322, if thesc taxes had been in effect we would have been
totally insolvent, because the taxes proposed under this bill appeared
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to us to be three and a half times what they would be under the old
law that existed at that time, = . Coe

Senator G wxawLy. If you had been a rartnersh_:p instead of a
corporation, ;'ou would have been “busted” .

Mr.; Lang. 1 think so, , .

Senator Convawry. What about the individuals that are partner-

:ships and paying the higher taxes?; You have been getting off with

a lower rate than you would have if you had been an individual or
partnershipt ‘ . : -

Mr. Laxg. They have a perfect right to organize a corporation any
time they get ready.

Senator ConNarLy. Yes; that is correct.

Mr. Laxe. That is what T would do; I would never operate a per-
sonal business instead of a corporation.

Senator ConNaLLy. You have paid less taxes because you were not
a Rartnership.

{r. LANE. Yes; there was no corporation tax when we organized.

Senator BArxLEY. There are other advantages of organizing as a
corporation, because you are only liable to the amount of your stock.

Mr. LANE Yes; and we were glad from 1912 to 1922 that we were a
corporation. I heard tke statement this morning—that if we wanted
to keep our profits in our business we could offer stock rights and
things of that kind to our stockholders. That might sound like a
remedy, but in between 1912 and 1922, if our stockholders had over
gotten hold of any of cur earnings as profit they would have taken
them and run with them; they would never put them back into the
business. If I could have Fotten half of mine at that time I would
have said to the ereditors, “You can have the rest of it.”

You must understand the small corporations have no access to the
capital markets when they can only get money by selling stock to
friends and borrowing from the banks and things of that kind, and
m;lder this bill I don’t see how & small corporation ever can get any-
where. . :

The Crrarrman. But you are pretty much out of that class now.

Mr. Laxe. We just claim we are green country boys trying to make
a living. : v

Senator Hastings. Would gou mind telIinF how many shares the
largest stockholder holds in that corporation Con .

Mr, Laxe. I own the largest number—35 percent of 10,000 shares.

Senator HasTiNGs. Are you engaged in any other businesst =

Mr. Lane. Noj; this keeps me plenty busy; and during the last 3

ears I have been kept busier than I want to be, because we have to
ook after our business and wateh Washington all at the same time.

Senator Barkrey. And you do not want Washington to exercise the
saIme supervision over you! -

Senator Brack., Yousay in the last 3 years you have Loen watching
Washington{ :

- Mr. Liane. Yes, sir

mgge;mtor Brack. You did not have time to watch Washington in
Mr. Laxe. I have had more time than in a long while recently,
and I could play golf in those years, but not the last couple of years;
I haven’t had time. S S .
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We talked this matter over with a concern in Lynchburg, and
took his figures and projected them since he started in 1916 with the
figures under this proposed tax bill.” We do not claim it would have
put him out of business, but at times he would have had a heavy

squeeze,

In 1912 we started working 12 men, and today we work about
500, and over 400 in the plant. Wae figure if this tax had been applied
we would have been working about 250 today—just about half as
many. i

If we had not had working capital in 1931, 1832, and the early
Eart of 1933, we would have dischar%ed half of the employees we
had and cut the wages of the rest of them as much as we could and
tried to make some money in those years, but we did bave working
capital and we kept all of our people on, except only those who
dropped out of their own zccord and we (did not take back, We
worked them short hours, sometimes 12 or 15 hours a week; we took
our loss, but tried to keep those people busy. If w2 had not had
working capital we could not have done that,

Frankly, when we projected this little expansio; program last
November and December which we aro working out now, if I had
dreamed then this new tax bill was contemplated, I would nct have
gut on this exransion program. We just bought & machine yester-

ngéa big triple-drum sander from a concern in Wisconsin.

N S ga:c;r ConnNawLy. You bought it yesterday, when you knew about
this bil

Mr. Laxe. We had the building all ready, and we had to put
something in it. They told us that is the third machine they have
sold in 6 months. .

Senator Brack. Did they tell you how many they sold in 19321

Mr. LaNE. I presume they did not sell any, and probably they took
sone back. -

The Cuamrman, Business has improved in your line of business,
however{ :

Mr, Lane I think it has improved, but the capital-goods industry
has not improved yet, with the exception of a few,

The Crairman, Thut is the general impression, that business js
improving,

fr. Lane. That is true. Frankly, I amn not here throwing rocks
at anybody; I have been a Democrat all of my life, but if you could
set off our backs for a while, quit threatening us with all tygces of
egislation, and let us sce where we can go, we will be n 1ot better
off. 1 will be so glad when you fellows adjourr, which X hope will
be next month. )

Senator Barrrey. You would rather we would adjourn before we
pass this tax bill#

Mr. Laxe I surely do. This new law to us scems a provision
against plowing back the profits into the business, It will seri-
ously injure the capital-goods industry, as a large percent of the
husiness they get is the result of profits Keing used to expand business
facilities. If this act is passed in anything like its piresent form,
then credit should be allowed against profits used in incregsing facili-
ties, and we believe that ought to be done if it could be made workable.

Of course, you realive when you increase taxes you are transfer-
ring spending power from individuals and business to the Govern-
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ment, and the more you take the less individuals and private indu.try
¢an have to expend, so that we cannot be responsible for reemploying
people, because wé havent anything to employ them with, L

Iam just giving you as a layman the businessmen's point of view,

and iapprecmte your attitude, because you are not treating me very
rough, . :
e believe a good deal of the suffering of the last depression was
due to income taxes. By business in the last 20 years, because history
teaches us we have fat and lean years, and if we do not lay aside for
the lean’ years while business is good in the fat years, wo will be.put
out of business in the lean years. . o

If it is politically impossible to enact a.sound basis of taxation
from an economic standpoint and you feel it is necessary to increase
the Government’s revenue through taxation, then why not continus
the present basis and increase the rate to the amount absolutely
necessary to be raised, then we can calculate, as we already know
how much reserve we have to set asido to meet thoso taxes, -

The CuairmaN. Have you any idea how much we would have to
increase the flat corporation tax in order to raise the money we have
to raise this year? . .

Mr. Lanze. I have not figured that out, but if your tax is, roughly,
15 percent, if you raisa it to 30 you ought to ¢ouble it. I don’t know
how much you would lose in the shuffle, because the higher you raise
it the more ways will be found to evads it. , :

If you increase it & percent, you will increase it a third; then if
You want to tax the surplus, or make an experimental tax like Mr.
lein suggested, I think it would be a good idea. .

It seems to me unsound to try to trade a certainty for an uncer-
tainty. You lkmow how much revenue the present faxes will raise,
and you can estimate quickly how much a certain increass in the
present tax will yield, The ’lieasur Department can estimate what
the taxes will yield on the basis of 1534, .

Tl;_xs tax closely approaches, if it does not actually reach, con-

ion. . .

In other words, 1wi'ou are under this bill eating.the seed corn.

I have alwayr thought that all of us have just learned how to
make out the old returns and the law has not been radically changed
enough that we cannot still have lawyers and tax experts to make out
our returng, but on this new bill I have had lawyers and experts
figuring it, trying to find what our tax would be on last year’s in-
come, and no two agree about it. This is the most complicated thing
ever suggested in the history of the world on taxation, and I defy
any man in Congress, as he goes along in the year, to ﬁgurq ‘within
25 percent of how much he will have to set aside for a commitmen,
on this tax.

The CriamaraN. You could do that in December, :

Mr. LaNe. Yes; but the year is over, and supposing yow have spent
something in improvements, At the present time we can tell YIOW
much taxes we have to set aside each month. .

Senator Barkiey, You do not have to estimate the amount of taxes

‘until the tax year has passed, and you have 3 months in which to

figure it all cut before you make out the rf{)(;m, and it is the same
proposition, depreciation, depletion, bad debts and ali of that is in-

) fio present law, so that you have to 89 through the same
tabulation to arrive at your net income under this bill, as you do now.
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* You may be able to get some additional credits under this bill that
you do not get now, but after you have arrived at your net income for
the year, then the only question is how much you are going to dis-
tribuie, and when you have decided how much you are going to dis-
tribute, then you do not have to worry about the part you distribute,

" you onl’y worry about the part you keep. -
Then, there is no more obligation on what you keep than there is
at the present time. ) .
¢ Mr. Lane. I do not see as a practical business man, myself, how we
could tell as we go along during the year what your tax will be.
Senator Barrrey. You cannot do it now.
Mr, Lang, Yes; we can estimate it closely now. .
Senator Barkrey. You do not know how much the income for
the Ivesu- will be until the year is overt : : L
* Mr, Laxe, But we can take the profit each month and multiply it
by the number of months, and coms very close to it. . - .
Senator Barxrey, You have got to arrive at your taxable income
after the year hag Passed and you have lgotten all of the credit you
think you are entitled to. - In the first place, you file the income tax
aooord‘inieto what you think, then they come along and check it up,
and maybe you do not agree, but finally it is settled.. The compli-
cations In making out an income-tax return, it seems to me, will not
be greater than they are now; and one advantage, you only pay one
tax, you haven’t got to worry about all of the other taxes you pay
now. : : - : :
"M¥. Lann As I said, we have gotten to the point where we can
estimate what our taxes are for the year by multiplying by the earn-
ings to date, and under the new bill you cannot tell until the end
of the year what it will be. )

Senator: Grorge. Your position is you are doing business all of.
the year, évery day, and yon are not watching for the end of the
year to get to make our your tax return} o

Mr. Lane, Yes; and suppose we pay quarterly, like we do, and
we pay dividends; then if we haven't got money enough to pay the
tax, what can we dot i

“The Cramauan. Thero isa provision here that you can have them
ca;? it over if you pay out too much. : o :

‘Mr. Lane. Yes, sir. ™ Co . _

Senator Byro, You say you earned’ 3160,000; su{) 0s8 you in-
vested that $160,000 in ne'v. plant, how much tax wou ; you have to

pag{then"- . ! ) . 4
r. Lane. We would have to pay as much as if we had kept thé’

carh, as I understand it. As we go along during the year, if we
need hivrey for fitéd assets, in order to naké a certair style of chest’
and to take care of“anﬁw supply of ‘chests, we ¢annot determine how
much money we will have for that purpose .without changing our
curtent position.: e et N e T

Senator Byrp, One other point, one of the last pbints made hére,
that prior to the passage of this bill'a corporation may have con-
tracted to build a plant, and in your circumstances. you had con-
tracted to build a plant, and invested the $160,000 of your earnings
for thid year, then you woild pay 4% percent: taxes, . T i
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- Mr. Lane. Yes; clearly that comes down to us this year, in that
we earned $160,000 last year, and we had enough money in our work-.
ing capital position to pay cut $110,000 and still be reasonably com-.
fortable during the spring season, when the business is not gs much
a9 it.is in the fall, and pay for our improvements, expecting . waq
could take all of this year's profit we needed except the 15-percent.
incoms ¢ax and pay. for the improvements and replenish our work-
m%‘ capital position.

hat is why I say if I had known this law was going to be offered
I would not have made these improvements. :
Senator Barkrev. Supposs I owned & factory that has made
$160,000 a year profit, as an individual, and I wanted to build a new
plant, and I put that $160,000 in a new plant; I would have to pay
taxes, I take it, in the $160,000 bracket, would I notf . ‘ ‘
Mr. Lane. Yes: and I tell you if this tax bill goes through, I
wish you owned the:plant.. .. :

' Senator Barkrey. And. that bracket would be higher than you
pax as & corporationt

- Mr. Lane. That is true, as I urderstand it, but do you. believe, if
you are conducting a business of this size under the present condi-
tions, you .would conduct it as a copartnershipt

Senator Bankrey. No; I would not, but there are people who do.

The Crarmman; Mr. Lane, you made those contracts you referred
to prior to March 8 of this yeart :
{r. Lane. We si'ﬁned the contract January 15 of this year.
» The CramrMaN. Then this bill helps you out on that proposition.
- Mr, Lane. We did not- go into it without money. :
The CrArMAN. This is on-the money you made last year.
Mr. Lane. But I cannot replenish my working capital position
under that. ' o s R
There 'is one other-thought I would like to give you. We believe
the principle upon which this new. corporation tax law is based is
absolutely unsound.. In the first place, the Government takes upon
itself the responsibility of conducting the business by reason of its
earnings it must pay out in dividends or suffer the penalty, without
at thie same time assuming the responsibility for the damage such
action might cause to the business in the future.: . - . .
In other words, the Government assumes the prerogative of man.
agement without assuming: the responsibility for results. :

-The CrairuaN. Thank .you very much, Mr. Lane. = - v

The CmairManN. The next witness is Mr, Paul H. Wilson, of
Worcester, Mass, T T . :
STATEMENT OF PAUL H. WILSOH, REPRESENTING THE GRATON

. & KNIGHT C0., WOROESTER, MASS. = - ...

The CHamruMaN. Mr. Wilson, can you get through in 156 minutest

Mr. Wison, Yes, sir. - e R :

The CualRMAN. You represent the Graton & Knight Co.1

- Mr. WirsoN. Yes, sir. . e .

. The CuAirMaAN., What business are they engaged int . TR

Mr. Wrson. The tanning of hides, fabricating hides and leather,
leather belting, and leather products.
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The CrammmAN. If Fou have a brief and want to put it in the
record, that will be all right, and then you can point out the main
pdints to us, if yoh want. -t o . :
 Mr, Wnson.: I am secretary and comptroller of the company and
have beet with this company for 27 years. . I have been secretary of
the company since 1926. :
~-I.am appearing before this committee.at my own request and on
behalf of the Graton & Knight Co. The purpose of miy coming here
is to point out to this committes the ill effects the proposed tax law
will have upon this corporation. Under the provisions of section 15,
the Graton & Knight Co. will be required to pay a tax of 2214 per-
cent on its income, which is an increase of 50 percent, which increase
is an.undue hardship under the present conditions. .
‘This company was organized in 1851 and has been doing business
continutously since that date. ' Its business, a8 I have said, is the tan-
ning of hides, manufacture of leather belting and leather products.
QOur present capitalization as of January 1, 1930, is as follows:
Preferred stock, 20,645.6 shares, $2,056,560; common stock, 83,229
shares, $1,087,875; surplus, paid in and earned, $711,112.40; making
a total of $3,805,547.40. .. L. : : .
- Qur outstanding grefetred stock, consisting of 20,549.2 shares is
held by 1,505 individuals, averaging 13.7 shares g)er person. oo
Our outstanding common stock, consisting of: 82,977.8 shares, is
held by 1,732 individuals, with an average holding of 47.9 shares.
The stock of the Graton & Knight Co. is widely distributed. . . -
- In addition to the preferred stock and common stock outstanding,
the company, after it was reorganized in 1026 issued bonds $1,750,-
000, of which $1,148,500 are still outstunding. ' The indentures secur-
inﬁ‘the bonds provides for an annual sinking fund of $75,000.
-The company at the present time eniploys approximately 1,200
ple, does business in every State in the Union, and: has & small
actory in Shanghai, Chins, and branches in Canada, -England;
India, and dealer representations in othcr countries of the world. | -
The company had a .very prosperous period through its entire
oxistence up to and including the year.1919. To that time the com-
peny distributed larg‘e amounts in dividends yearly... .. .
._During the World War our company had large contracts with the
United States Government for the manufactaring of war materials,
such'as scabbards, gun slings, holsters, and many other articles, < At
the request of the United States Government, we expended . large
sums of money during the war years in the erection of buildings and
the purchase of large quantities of leather and other 'supplies- for
production of war materisls. Immediately after the .close of the
war we had a I)lsnt, capacity far in excess of our needs, and a large
inventory of leather and supplies purchased primarily for war

purposes. . . .
At the end of the gear 1813 v;> had an inventory valued at $11,001,-
661.98 and were indebted to banks and other parties for borrowed
funds in tha amount of $6,148,500. During 1919 we did not suffer
financial losses, but during 1920 and 1921 heavy losses were sustained
due in.part to reduced sales volume, but mainly to recedin&grim
on raw materials, most of which were purchased during war
g:nod. In these 2 vears our losses were, 1920, $2,783,000; 1921,
,865,000; a total of $7,650,000.
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* Qur deficit at the end ‘of ‘1921 wag. $3,567,000... Dividends were
paid during 1020, but early in 1921 dividends, after one payment,
were discontinued on the common stock, and: only thres quarterly:
dividends were paid on the preferred. No dividends have beén paid
on the common stock since:1021.  *A-portion.of the 1931' dividends
were paid in scrip. N R
- During the years 1922 t6 1025, inclusive, ths company earned about
$025,000, and these profits, toged\er with the dash realized by a reduc-
tion in inventories, was used to liquidate the company’s indebtedness.
-+ In" 1927 the company succeeded in -putting a issye, the pro-
coeds of which were used to pay off bank loans, . !
Senator Kixa (interposingg? May I interrupt you at:this point,
g!lao sg(;lisoni Had you redeemed the ‘first" issue of bonds, the
- Mr. Wosox. This is the same issue that I am referring to. They
were issudd in 1027, ‘ SN Cee
Senator Krxe, X sea, - . = S ’ o
+ Mr; WrLson: The terms of the-indentare were very: strict and
rigid. : It that indenture we agreed at all times to maintain a certain
amount of net tangible assets. These terms, we werfe told, were neces.
sary-in ordet to sell tha bonds. At the present time we are in techni-
cal default on thesa bonds,hbeeause of this particular section, in the
amount of $370,000.° We have been advised by our counsel :that it
would be illegal for us to pay any dividends on any stock as long
as we are in default on our mortgage indenture, = : o ool
- Becauss of the terms of the mortgage indenture, the company can-
not pay dividends, #s its earnings ere required to meet the sinking
fund and other provisions of the mortgage, yet urider soction 13 the
tax on its earnings is at the rate of 2814 percent. Under the prestnt
law the tax would be at the rate of 15 percent or less, and this in-
crease of 50 percent on the present tax is a further burden on a ¢or<
poration: which is trying to keep going ahead. ‘I believe also that
this seciicir 18 should be further clarified so that Graton & Knight
Co. and other corborations in smiliar situations would be sure to
obtain relief uncier the section, - = ! U N
Our bond inden{ure does not specifically state that we shall not pay
dividends but does state that our assets shall bé maintained at. a cer-
tain fixed' amount as long ds any bonds remain outstanding and un-
paid. - This provision %eventa the payment of dividends.: A failure
in the paymant of/sinking fund¢ would ¢onistitute a default under
gomi terms o':dth‘q mortgage, and the rights of -‘all'stockholders would
n jeopardy. ' oL R Porbon
* Senator Kixa! Hais ydu'maintalhed your sinking fund' sihdé the
bond: issuet oo .='.- b R N R LU T TN R
: Mr. WisoN. Yes,siric 12 - o :
Our compaany is one whose earnings are seriously affected by mar-
ket prices of ¥aw materials, hamely, hidés. During the past 10
{ea’ﬁ'we‘ have seen goind vefy violent fhictations in'the prices 'of
hidés. Our inventories-have aRlwaye been faken on the basig of edst’
of matket, whichever ig lower, and due to thess ‘mé fluctaations ¢
high' prices, ouf inventiry lossés in {he past have béeni la'r%é:_ iOn the
basis of cut presdnt idvEntory 4’ difference of 1'cent per pourid on’
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hide prices is equivalent to approximately $l40,000 on our total inven-
tory, which at present is approximately $3,000,000
x‘aenator leo You mean. the personal property amounts to

000,000
Mr Wizeon. That is tha inventory itself. - . o '
Senator Kina. AN of your assets .
s Mr. Wmson, No, sir; all of the mventory, mcludmg hides and
leather in the process of tanning. I might say, that is; on the first
of the year the prico of steer hides was 143; cents; today it is 13
nents, That reduction has wiped out practlcély zll of our’ ea\mngs
for the éear 1935. .
HAIRMAN. You cannot hedget

:Mr, Wisson. It is rather risky. .

The CsialrMaN. You do not praouce it,

‘Mr. WnsoN.- We donot. -

: We have had'the unfortunate exgonenoe of having hide prices
drop very suddenly at the end of the year, which has resulted in
large inventory losses for us, compelling us to show losses for: the
1. year, and large profits. for the succeedi year, simply because
wo have had to price our inventories on the basis of cost or market;
whichever was lower. In the year 1932, because of this condition
we showed a loss of $923,000, whereas in 1933 our profits amounte(f
to $401,000. A large part of the proﬁt in 1933 was due to the
increase in hide prices.

) T%le Cratmax, What was it last year, did it show a proﬁt. or
0ss

. Mr. Woson, La { r wo showed a profit of about $211 000.
The Cuatrman., What was it in 19341 ..

Mr Wiison. As I remember, we ]ost about $200000 in the )ear

Senator Knm And'in 19351
Mr. WisoNn. We made about $211,000, after setung up a reserve
for taxes of about $40,000
. The CHATRMAN. It has been the chu'acter of your bcsuv:ss to
fluctuate from one year to another? b
Mr. Wison, Yes, sir, i
Senator Kine. Is it your’ posmon it is your problem to bluld up
youg reserve rather than pay dividends? .
Mr. Wusorn. Yes, sir,
1 Senatpr King. So that any tax levied upon thab reserve or surplus
ig especially injurious in your opinion} i
- Mr. Wusor. We believe so. : TR
.Senator Kina. And:if you hsd a deﬁcxt you would be in greater
defnult. with res g’ect to the obligations on your- bonds
{r. WiLson. Yes, sir, -
Senxt'or Ko, You mlght even be forced mto bankruptoy any‘
mmute '
, Mry- Wu.sow Yes. We felt We were faged \mh such R condmon in
1

1934

. Senagor Cozvmu;r. But m sucb a ,year you would not havo any
taxes on net incomef. ;. T
b}; ViLsox. But we could not bunld up our reserw St
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- Senator ConNarLy. But you .would not have a reserve where you
had a deficit{ EETEE (o . S - :

-Mr. WiLsoN. For the preceding year. ., . .. . . .

Senator Connarry. This only deals with current income, © -

Mr. Wison. But if our reserves are exhausted,:we foel .we must
build them up in order to take care of future contingencies, -

The Cuairman, Do you- feel you should take care of all of them
out of your net earnings? o
 Mr. Wuson; No, sir. . . . . o
- The CHairmaN, About what percentage do you set aside when you
are making a profit? . . L

Mr. WiLsoN. We have never carried out any consistent policy of
setting up a specified amount, but.I would say about 80 percént,
depending upon the size of our earnings. = « .. .. - ]

he CuamrmaN. You would not pay much more tax under this
bill on a 50-percent reserve than under the present law, would you®

Mr. Wiison. My interpretation is we would pay 85 percent, if
we did not get any relief. . =
.'The CuasirMan. If the reserve is 80 percent, you would only pay
15 percent, would you not—never mind, I do not want to go into
all of that. . ‘ .

- Mr. Wisox. The existing income-tax laws, which do not-allow
us to carry over losses,-.agplying them against the profits of suc-
ceeding years, creates a hardship on the company. Increases or
decreases in our inventory values do not ¢reate actual profits or
losses. Profits or losses on book inventors values are book profits
or losses only. Actual profits or losses accrue to the company only
when the inventory is full fabricated and sold. - .. ... °

Due to the nature of our business, our inventory turnover is
small, and to a certain extent it is impossible to avoid suflering great
losses when hide prices recede. . ' : :

Due to the losses which this company has suffered since 1926, due
to the depression and other causes, amounting to $1,259,000, our
working capital has been impaired. - We believe the only possible
walg to get working capital to carry on will be through earnings.

uring the 10 years referred to, 1926 to 1035, inclusive, with
deficits or losses amounting to $1,259,000, it is ir‘xterestiox:fg to note
that our city, State, and Federal taxes for the same period of years
amounted to $886,236. ' R SEREE
Senator- King. You have to pay that amount of taxes in that

time? e : Lo
Mr, WiLson. In those 10 s’a’ears, sir. The first part, from 1026
to 1929, our profits were $990,000, and from 1930 to 1935, inclusive,
our losses were $2,249,000, o o g _
The management of this company adopted at the ve b‘eginning
of the depression a policy of releasing no employee who has depend-
ents, unless absolutely necessary. ile the employees’ houts were
reduced, all of our employees through the entire depression had an
income, though it was a reduced one. Qur plan of curtailment dar-
ing the depression was, first, the elimination of the preferred divi-
dends; second, the reduction of executive salaries; third, the reduc-
tion of office salaries, and, fourth, the reduction of wagés.. Our
executives’ salaries were cut from 85 to 60 percent, our office em-
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ployees and sales employees, 40 percent, and the factory wages, 20
percent.  Qur company subscribed whoie-hearte‘dly to the program
of the N. R. A. and lived up to absolutely every agreement of our
code. We liave absolutely made no wage cuts of any nature what-
soever since the codes were discontinued. The wagés of our factory
employees have been restored 100 percent, the salary cats of our
office employees have been restored 50 to bs percent, 8nd the cuts
in the executives' salaries have been restored iapproximately 50
percent. If it had not been for our attitude during the deptession,
our financial condition at the present time might have been better.
With our present situation I doubt very much if we could do this
again if we had another emergency like the depression. :

: Due to the inventory losses, which we may have in the future, and
to the terms of our bond indenture and to our shortage of working
capital, the proposed tax on undistributed earnings of corporations
will prove a serious hardshff tous.- A 2214 percent tax on undis-
tributed income as compared with the present approximately 15 per-
cent would increase the tax payable to the Government 50 percent,
as stated. - We believe that such a tax would be extremely unfair
to us. : o

Furthermore, in the event of an expansion of business whereby
the company will have increased inventories and accounts receivable,
the company will require all its earnings in order to have sufficient
working capital to-operate. o ‘ '

" Due to the condition which the Graton & Knight Co: is in, the net
earnings will be needed for working capital, gilch working capital
will not be in the form of cash, but in netv equipment, inventories, and
accounts receivable. The corporation rioes not have anhy excess cash
and has no investments in securities which can be turned into cash,
and is not in a position to make & cash distribution to the stockholders.
The money is needed in the business, * - )

While Y represent Graton & Knight Co. alone, yet I believe there
%re n;lan ‘other corporations in a similar position to the Graton &

We reslize that the Government must have income, and one of the'

rincipal sources of revenue is the taxation of income of corporations.

owever, I believe that the Graton & Knight Co. &ind othér companies
similarl{ sitpated should not have any increase in the rate of tax
under these circuinstances. Unless we ‘work out ' from under this
default our tax rate would immediately step up to 4234 pércent; if we
do get relief under the law, our rate would be 2214 percent, and even
at that I doubt very much if we would be in-a position'ts resumec
dividends, -~ -+ ¢ ) - oL . .

Senator Warsn. You are not paying preferred dividends? '

- M¢. Wrnson. Nogsie, s - "7 = o e

Senator Warsn. Since what time?

Mr. Woson. 1931, .

Senator WavLsu. And you are not payirig any dividends on cémmon
stock since whent Co ‘

‘Mr. Wrnsow. 1021, - - o

Senator WarsH. Are you meeting interest on your ponded obli-
gations?t - - e Tt T ‘ ’ o

. N

..
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Mr, Wison. Yes, sir.
. Senstor Warsi. About how much a Yyear is that?
Mr. Wison. About $65,000 a year..
- Senator Warsu, Did you say how many employees you had?
- Mr, WisoN. About 1,200.
Senator Bracx. You said you had not reduced wages smce N.R. Al
. Mr. Wisox. That is right. .
- Senator Bracx. Do your employees still work the same hoursf

-Mr. WisoN. No, sir. During 1933, in the middle of 1933, when the
N.R. A. became effective, our business improved to the pomt where we
oould work our employeea 40 hours, At the pr&ent time they are
worlnng about 86 hours, .

i.Senator Bra¢x. I-mean the number of hours per dsy, how much
were the hours %er day under N. R. A.

- Mr. Wnson, Eight hours a day and b days a week.

. Senator Braox. You still work them 8 hours a day1

Mr. Witson. When we have the business,

Senator Brack. You have not increased the number of hours?

- Mr, Wisor. No, sirj unless we have an unusual situation——

Senator Brack. You mean only in exceptlonal cases?

Mr. Wison. Yes, sir.

Senator Brack. Are your employees orgsmaed'

Mr. WiLsox. Not that we know of. :

The CHARMAN, wpoke of undue hardship due to the terms of
your bond mdenture. will look into that phase. As expressing
the views of one member of this committee, I think the provision as
to contracts made before March 3 and consummated, we should change
that, because if anybody has made a contra has incurred an obli-
gauon, before March 8, whether consummated or not, if there were
negotiations at that. hme, it ought to apply.

enator Kino. If the obhgatnon is mcurred ‘the liability would
result under.the contract. .-

-What was thé beginning of the dull JJenod in your eompany? .
19%? Witson. We noticed s falling off in business in the summer of

Senator Kixo, You had 5 dull years? B

Mr. Wison. With the exoeptxon of 1938 when we did enjoy some-
what better business.

- Senator King, Prior to 1929 was- yonr company mdebted dld 1t,
owe an money! -

1LsON, Yes, su-, prevxous to 1918 no.

Smaxor Kina 1929 '

Mr, WrrsoN. Yes, sn-; We were in debt Our béond i lssue mts duted
March 1,:1927.

Senator Kino. You ran a loes of $2 000000 durmg the 5. year
period; is that correct?

Mr. WiLson. Yes, sir.

Senator Kixo. How did you take care of ‘that!. 'Did- you 1ssue
more bonds, or do you stili owe the money §

Mr. Wnson No, sir.  We have met our smkmg»fund reqmrements
eery . We have reduced our: inventories, reduced. our working
capital, and used the money to meet these debts and also to take care -
of our deficits. We have spent little or nothing on new equipment.
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senator Kina. Do you know of any way that a business concern
can establish a credit other than through a reserve and paying its bills
when diet o : o

Mr. Wison, Having a reserve—not unless we have good earnings
every year and we are in a position whera banks might be willing to -
loan us money. . T ' o

Mr. Chairman, I would like to add a:further thought. Y believe
that my limited contact with the Federal:-income-tax:law since we
have had that law indicates that while it may be imperfect in some
respects, still wo have had thet law for a greal many years, and it
seems to have been more or less perfected, and it seems to me rather,
perhaps, too bad to pass that law up and substitute one that we do .
not 'know what it will produce. I would like to recommend the
thought to the committee that we take tho present tax law as it applies
to corporations and individuals, leave the law as it is, and add a per-
centage to the tax paid by every corporation and individual in order
to help the Government over the present crisis. ‘ :

Senator Krno. What do you think of my suggestion that—of in-
creasing the corporate tax up to 18 percent on-income over $40,000
aud then increasing the income tax upon the individuals, the normal
tax, from 4 percent to 5 percent, and then a gradual increase in the
surtax, particularly reaching those incomes of from $20,000 to $50,000,
and then on up into the higher brackets, and raise about $900,000
in that way, and maintain the present tax structuref b

Mr. Wruson. I am not in a position to disfuss the surtaxes or the
higher brackets, but, as a businessman, ‘I believe the  businessman
today would favor an increased tax rate.' I believe that the indi-
vidual paying the normal tax also should have his tax raised. I
Ielieve the tax should be passed along to everyone, Incidentally,
I believe that if Congress would give the businessman encouragement
of that sort and other encouragement, that ths businessman would
bo willing and ready to go ahead and that business conditions would
improve through an increase of the tax rate. I believe that the busi-
essman should be assured that Congress pledge itself to operate or
to conduct iteelf as economically as it ibly can in the wiss ex-
genghture of money, as I believe you will get the cooperation of the

usinessman.: 1 believe the businessman today feels Congress is
antagonistic to him, and I believe the majority of businessmen in this
country are just as loyal citizens of the United States as any other
class of citizens, : . o

Senator Warsa. Will the experts inform us how much increase
there will have to Le in order to meet the amount of money required
:mder th'e bill; what would be the increase in the rate of corpora-

ion tax ' :

Mr. Kent. If the increased amount wews gotten under the cor-
porate banks, it is estimated it would have to be about 2514 percent;
that is, an increase of about 1014 percent in the present rate... Thete
would be about $60,000,000 additional revenue for each 1 percent
increass in the corporate rate.. I do not have the details with respect
to the increases in'the individual rate. .

Senator WarsH. I do not think you understand my question. You
want to raise $800,000,000% .

Mr. Kent. Yes.
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Senator Warsu. And you want to raise it by levying a certain per-
centage of increase in the amount, of tax being paid by corporations
under th'e existing law; what would that percentage have to he on the
average : : ’

" Mr. Kexr. It would bo between 25 and 30 perééni, Senator. - At the

gmnt time the estimates for 1936, under the present law, were about
1,100,000,000 from corporate taxes and about an equal -amount from
taxes on individual incomes. Now, to increase that by $500,000,000
would mean between 25 and 80 percent. S . ;
Senator Warsn. So you would have to announce to the taxpayers
that their taxes would be increased 25 to 30 percent?
Mr. Kexn7, Yes.

. Senator BrLAcK. Do.you believe, Mr.. Wilson, that profits derived

by a person through his interest in a corporation’s stock should be
subject to any higher or lower rate of taxation than the profit derived
from any other line of businessi . . .

Mr. WiLsoN. I am afraid I do not quite understand.

Senator Brack. I will ask you in another way. An individual or

artnership can make a profit on trading in various ways, or an
individual can buy stock in a corporation and depend upon profit in
the stock of the corporation, Do you believe it fair that the rate he

ys on his profit on the corporation’s stock should be the same as
the rate he pays on the profit he receives from other lines of business
endeavor{ . :

Mr. WisoN. My ofthand answer would be “yes.”. . U
- Senator Brack. .If there is a. system, whatever the system is, that
makes some individual pay more on his profits derived from a cor-

ration’s stock than he does. from other profite, and makes other
individuals pay less on their profits derived from corporation’s stock
than is paid on profits derived from any other industry, that should
be changed, should it not# . CoLL -

Mr. Wirson. I think so, without knowing all the conditions——

‘Mr. Brack. The only condition I am speaking of is, a man ma
make s profit in several types of endeavor, trading as an individual,
from a profession, from any line of business activity, including an
investinent in a corporation, or an investment in real estats as an
individual. Now, as & matter of fairness, no system should be, per-
mitted to-stand, should it, if it gives certain individuals an excep-
‘tional rate by reason of .their investment in a corporation.and a
much higher rate on income from individual investment ; that should
not be allowed to continue! . :

My, Wiison. I.do not think.so. - : )

Senator Brack. It is wholly unjust and contrary to everything
we believe equitable, is it not? P :

Mr. Wisow. I.think so. - . Co

The Cramrman. Thank you, Mr., Wilson. The next witness is
Mr. R, C. Fulbright. :

STATEMENT OF R. C. FULBRIGHT, REPRESENTING THE
SOUTHERN PINE ASSOCIATION. .

The CuatrMan. You represent the Soquthern Pine  Association,
Mr. Fulbrightt .

. . : of
Mr., FoLBriour. Yes, sir.
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The Cuairman. Can you finish in 20 minutes{ ‘

N Mr. Fursriant, I wish to go into some phases of the estimates

ere. . . .

The Craiemax. Try to get through as briefly as you can.

{r. Foranionr. Before going into the presentation for the South-
ern P’ine Association I want to take a minute to mention one other
matter, and that refers to the amendment made in section 115 (c)
at page 108 of the committes print, part I, of the hill beforo you.
That section deals with distributions r corporations in liquidation.
It has been very widely changed by the House upon racommenda-
tion of the Treasury Department so as to provide that where there
is comﬁlc(e liquidation of a corporation the amounts received will
have the benefit of the provisions of the capital, gains and losses,
saction 117-a. That has been the law provious to 1934, but in 1034
this section was changed so as to eliminate corporate liquidation
from the capital gains and losses provision. Now, it was so left in
1934 that it constitutes a-trap in soms cases to unwary taxpayers to
fall into it. In other words, if & corporation Jiquidated and dis-
tributed its eA)roperties to its stockholders, the stockholders did not
get the benelit ‘of section 117 with respect to capital gains, whereas
if the corporation sold its stock to another corporation and that other
corporation liquidated it to its stockholders, they got the benefit, and
they could liquidate without any profit.

We have had some correspondence from people in the chairman’s
State and in Louisiana who got caught in that, and the only thing we
ask is that the provision be made retroactive to December 31, 1934,
where there are cases where companies were caught in that trap last

year. -

Senator Kina. Sume have paid their taxes after having been
caught in the trap, ~ - - : :

Mr. Fuisriont. It should be made retroactive to 1984, because it
has been an unjust situation and is so recognized. Con

Senator King. If some have already paid we will no doubt have
legitimato and equitable demands from t[:ose who have paid.

{r. KForerrour. I think so. : )

I wish to state that the Southern Pine Association represents the
softwood industry of the South; we have numerous small corpora-
tions, a few fair-sized corporations and we also have nurherous part-
nerships in our industry. The Southern: Pine’ Association has-not
hed dn opportunity to pass upon the provisions of this bill, but prior
to its annual meeting on March 30 there was released from Washing-
ton the first report of the subcommittee of the Committee on Ways
and Means—-- " ; . :

Senator King. What percent of the lumber business of the Sonth,
the pine business of the South, is 'embraced in your organization,
10, 20,50, or-100% - :- s

Mr. Fowerianr. I should say about 50 percent. - There are numer-
ous sinall mills and we cannot very well keep track of all of them;
thtiy move from placé to place. A

n that proposal there was also a proposal to tax distributions
from reserve——u : '

The Cuairmaw. Just confine yourself to this bill, Mr. Fulbright.

Mr. Fovsrignt. The association considered the proposal which has
been eliminated by the House. I shall not discuss it.
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. With regard to the general scheme of taxing undistributed-net
incemie, it wes fully realized that while it would result in reducin
taxes to thern, they went on record as not approving the gene
prinziple involved 1n the bill. A . .

Now, much of the comment that I make on this bill will nof be
natters which have been passed on by the association, but I have been
engaged in the law practice and in handling tax matters for 25 years
or more, and I have listened with great interest to the presentations
that have been made, and I wish {o say at the outset that I do not
believe there is any class of taxpayers today in this country that is
demanding & tax reduction. Personslly, I do not think this is the
time for tax reductions. I believe we have necessarily had to undergo
exgenduures that make it necessary that we raise more revenue, and
before I conclude I shall make some suggestions along that line, if I
may. - ¢ oy . ' :

lgut. the more I have studied the estimates that have been presented
to the Ways and Means Committeo and to this committee, the more
I am convinced they will not raise the revenue it is thought will be
produced.

I wish to make some observations for the benefit of this committee
along those lines. :

Now, of course, corporate returns do not show to whom dividends
are paid; likewise, individual income-tax returns do not show the
corporation from which dividends are received.. It is a very difficult
matter from the data available to make any complete study of the
subject, as the representatives of the Treasury have told you; but
even if they could get complete data, from what corporations they
came and to what individuals they were paid, it would still not threw
much light on the question as to- what individual taxpayers will
receive the dividends which will be forced out of the corporations by
the now legislation. . It is not correct to assume that the same persons
who return as income dividends from corporations under the present
tax systemn will be the recipients of the additional dividends, for the
reason that in s large percentage of tha cases the additional dividends
will go to individuals who do not hold any substantial amount of
stock in corporations now paying dividends.

.Senaior Kine. And under the present law will be exempt from the
payment of taxes? . - . :

ir. FuLerionr. Yes, sir.. . . .

We can compute what reveaus will be lost, but we can only specu-
lato as to what will be obtained. The Tressury experts estimate a
loss of $1,132,000,000. 'This is approximately 16 percent of the esti-
mated corporate income for 1936 and is based upon the assumption
that the entire corporate income will be distributed under the new
law. - Of course, this is not correct, because, as the Treasury points
out, a substantial part of the income may be retained at 8 much less
rate of tax than is now paid, . .. ;

The Caairsmax. Do those figures include the 15-percent tax1

Mr, Furerient. They estimate a total of 16 percenty that is, the

15 percent plus the guesswork taxes called excess-profits taxes. ..
owever, assuming that all of the corporate net income will be
distributed, we'must also assuma that practically all of it will pay
4 percent, which will leave a net loss of $844,000,000 to be compen-
sated by surtaxes paid by individuals under the existing schedules.
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In the cass of corporations with small income it is admitted by the
Commissioner of Internal Revenue that perhaps the majority of such
corporations and & majority of the individual stockholders thereof
will reap the benefit of a lower tax burden than they now sustain,
According to the statistics for 1933, the latest year available to the
public, approximately 15 percent of the corporate net income returned
18 receivedd by corporations having less than $50,000 net income. As
to these it may be said that there will generally be = substantial
reduction in the combined revenue to be received from such corpo-
rations and their stockholdera. In other words, none of the deficit
will be made up from this class, but rather will the deficit of $844,-
000,000 bo increased by the opportunitics which are available to
closely held corporations to very greatly reduce the total tax burden
of the companies and their owners,

By far the most important group of corporations frm the staud.
point of tax revenue is the class returning a net income of $5,000,000
. or more per year. In 1933 this class returned more thn 30 yercent

of all corporate net income returned. This percenta'e, as well as
that of the corporations having less than $50,000 income, is rather
closely in line with the percentages for these classes as shown by
statistics for former years. If this enormous loss is to be made up,
it is obvious that we should expect that a considerable part of it
should come from the class-of corporations having taxable net in-
come of $5,000,000 or more per year, particulaily since they are by
far the most important class.

An analysis of this class of corporations will disclose that the
Governmént will not likely make up any part of the deficit from
them and their stockholders. 'The reason for this is that most of the
very large corporations have already built up reserves to conduct
their business ‘and follow the habitual policy of distributing nearly
all of their net income from year to year. We have made an analysis
of certain available data for the year 1933 and have used this because
it is the latest year for which the revenue statistics are available. Tt
will be noticed that in the presentation of the Commissioner before
the’ House Ways and Means Committee actual figures were given
only for 1938 and prior years. Round estimates were given for
1934 and subsequent ﬁ'eans. In 1938, according to the report of the
Bureau of Internal Revenue, there were 69 corporations returning
a net incomo of $6,000,000 or over and the Otz)%greiate taxable net
incume returned by this class was $903,781,000, which constituted
30.20 per~ent of the taxable net income returned by all corporations.

Qur analysis shows that instead of obtaining additional revenue
frcm this class of corporations under the proposed bill there will be
in fact an added deficit. ' :

Senator Kixa. If the 69 corporations whose nét income exce:ded
$3,000,000 constituted only 30 percent——

Mr. Fovsriarrr. Of the total income.

Senator Kina.- And the total is 1,000,000,000 plus—-

Mr, Fursriaur, Yes.

}fienator Kina. It would seem to me there was an hiatus there some-
where. ‘

Mr. Foweriant. Theére are 69 corporations making returns of over
$3,000,000. Their total return was $903,000,000, 'That constituted
30 percent of the total returned by all classes of corporations. We
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have examined the annual statements of corporations as published
by Poor’s Compilations of Corporate Data and took all corporations
with incomes above $5,000,000, and we. selected 73 corporations.
There were more than that nuinber, but by combining them where
wa knew they would bs consolidated we found there were 73. .These
corporations represent, perha[i%, an apgroximation of the group on
which the Bureau of Internal Revenue based its figures.
Senator Kixo, That would be after their income tax was paid,
their corporate tax, ) : ‘
Mr, taxr. Naturally, the distribution of the corporation
wculd be, Senator. . ) . . .
This does not include some $20,000000 of stock dividends. . ,
-Naturally, the income from these 73 corporations would be expected
to be in excess of the taxable income figure reported by the Bureau
of Internal Revenue. The range of net income, as shown in the
annual statements for these corporations, was from approximatel
5 to 137 million dollars, and in the aggregate (otal $l,116,000,00({
In the year 1933, against this income, these corporations distributed
,000,000 in dividends, or a percentage distribution of 8314
percent of the total net income of the corporations. .
~ Three corporations out of this list paid no dividends at all.in
1933, although in the previous years of the depression they had
continued to pay dividends even though their earnings, their earning
statements, reflected deficits. : o
It is submitted that the figures for 1933 are not abnormal or ont
of line with any previous years from which such a comparison might
be made for the reason that by 1933 many corporations had reduced
their dividend rates from previous higher rates which had applied in
1930, 1931, angd 1932. ‘ Lo
. Therefore, by taking the corporate distribution in diyidend per-
centage of 831§ percent and applyinﬁetlle schedules under the pro-
posed Revenue Act of 1936, it can be seen that a taxable rate of
slightly less than 5 percent would come into play. Five percent of
$l,115,500000 would return to the Government only $55,150,000 in
taxes. ot course, under the new law it can be assumed that: ﬂ_le,
distribution of $929,000,000 would be subject to added taxation in
the. formp_of the, {-percent normal tax. Therefore, $37,160,000 in
additiona! revenue would arise from this source, or a grand totsl
of $92,907,000 of revenue which would come to the Gevernment from
the 1936 he\jenue Act ip its effect on corporations of net income
over $5,000,000, or approximately, 40 percent less revenye than would
be derived under the present rates. o -
The Crairman. Pardon me, Mr. Fulbright. T desire to announce
that tomorrow morning we will start the hearing at 9:30; we have a,
at number of witnesses. v . o L
Mr, Fursrient. Mr. Chairman, I apologize for taking i'om: tine,
but I think this goes to the very heart of what we are doing here. The
gues%tion is: Are we going to get the revenue hoped for under this
il N T
Now, we have verified these figures in other ways. We took al! cor-
porations from the manual, showing $10,000,000 or more of net incoute
over the period of the last 5 years, and we went back for each.of the
years, In 1933 there were 58 of those corporations and they. dis-
tributed 88.4 percent of their earnings. L

vy
3
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+ In 1935 there was a less percentage; there were 51 corporations last
year having reported earmings of more than $10,000,000, with a total
net earnings of $1,160,000,000, and they distributed $905,000,000, or
something over 78 percent. .

- Now, apply this bill to them and the average rate of tax would be
65§ percent.  You would have a loss of approximately 5 or 6 percent
on all of that class of the large corporations by the application of
the bill. It would amount to many millions of dollars.

In 1034 the distributions of the similar class of corporations was
8714 percent. - Back in 1931 and 1932 the corporations earning more
than $10,000,000 actually distributed more than they made. This was
for the reason that those corporations had built up reserves out of
which they could continue their dividend-paying policies.

I took a group of companies which I knew were outstanding com-
panies, selected more or less at random. I took the total income and
total dividends for 5 years. Those companies were the American
Telephone & Telegraph Co., American Tobacco, Consolidated Edison,
Corn Products, General Elcctric&(}eneml Motors, Pacific Gas, Public
Service of New Jersey, Procter & Gamble, Refmolds Tobacco, Stand-
ard Brands, Union Pacific. They had a total income for the 5-year
period of $2,652,000,000 and total dividend distributions of $2,637,-
090,000. There was not one of them that did not distribute more
thani 80 percent of its earnings for the period. I first had Interna.
tional Harvester included in that, but I took it out because I found,
for the 5-year period, the International Harvester Co. had only earned
$15,600,000 and had paid out over $34,000,000 in dividends. The
International Harvester Co, kept its plant going and kept its men in
employment out of what it had built up prior to that time; but I left
it out of this calculation.

Senator Kixe. You found many companies that paid out.in divi-
dends miore than their earningst ‘ :

Mr. ForerioET. Numerous companies. You will find they all are-
companies with general stock ownezshi(y. On the other hand, we
know there are companies that do not do that; they come into the
small class. How are you %?ing to make up this deficit !

It is my opinion that thie estimate made by the Treasury that
there will be 414 billion dollars corporate net income for the year
1936 which woufd not be distributed under existing law but which
would be distributed under the proposed law, is so highly speca.
lative as to be of little or no value. This estimate is arrived at b
estimating the total statutory corporate net income for 1936 wi
be $7,200,000,000, or more than double the actusl income of corpora.
tions in 1933, which was $2,986,000,000. We may assume that this
estimate is about as good a guess as we can make at this time,
Personally, I am inclined to believe that it is about what is indi-
cated under the latest available business statisties.

The Cnamnman, I did not understand the Treasury said that
would be distributed, but that is the amount of undistributed in-
como; they did not say it was distributed.

. Mr, FuLsriaur. I gathered that, and I may be in error; I cannot
keep up with all of their figures, Senator. That is more than double
the amount of income of corporations that had income in 1933. 1
am not criticizing that estimate, but from the analysis we have been
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able to make of the reports up to date, there will certainly be a much
farger income this year than last year, unless something we do not
dream of now happens.

However, the assumption is made under existing law nearly $2,-
700,000,000 will be paid in net cash dividends, whereas in 1933 the
actusal ﬁgures as to net cash dividends were $2,102,000,000. The net
cash dividends are arrived at by eliminating th» dividends received
by corporations. It will be observed that while it is estimated that
the 1936 income will be considerably more than double that of 1933
on the other hand it is estimated that the net cash dividends paid will
only be about 28 percent more. In other words, while the net income
will jump from $2,086,000,000 to $7,200,000,000, the net cash divi-
dends would only be increased from $2,102,000,000 to $2,700,000,000.
The statistics of dividend payments by the large corporations, as
available from various statistical bureaus, indicate a much larger
proportion of income being paid out as dividends than revealed by
the estimate of the Commissioner,

Now, taking the $7,200,000,000, we estimate in this class of small
corporations, the less-than-§50,000 class, they have about 15 percent
of the income, or $1,080,000,000. There will be an 8-percent loss, a
$84,800,000 loss. Applying the 1933 baso to those of $5,000,000 or
over, constituting 70 percent of the income, there will be a loss of
$129,000,000, or a total loss of $214,000,000 to add to the $844,000,000,
making $1,058,000,000 to be made up out of the intervening class.
We do not think it can be done. :

Senator Brack. You mean all of the corporations under the new
law, as you have computed it, the Government will draw a smaller
amount _f tax from them and their stockholders by the new bill
than by the old lawf

Mr. Fursriont. T think that will be conceded, Senator.

Senator Brack. And their stockholders and they would have to
pai' a much smalley amount of tax?i

{r. Fororierr. Much' smaller.

Comparalive stalement of (ncome-ted durden wwder presenf and proposed
recvenue acls in case of corporutions sith small {ncome

(By R. C. Fulbright)

¥or a convenlent comparison showlng the effect of the proposals in H. R.
12385 six illustrations are given, in each of which it is assumed that the
corporation has an adjusted net income of $20,000 and bas three stockholders,
1. e, Smith, owzing 50 percent of the stock; Jones, owning 80 percent; and
Brown, owning 29 percent. It I3 also assumed that the personal exemptions
and deductions to which each stockholder should be entitled are exactly offset
by salaries and other fncome.

In the ficst three 1llustrations (A, B, and C companies) the stockholders have
no other taxable income than the divldends ived from the corporations;
whereas in the other three fliustrations (X, ¥, and Z companies} the stock-
bolders have outsldy taxable income. : : :

The A and X cornpanies are sltuated so that they can afford to distribute
all of thelr earnlngs. The B and X companies cannot afford to distribute more
than half of thelr sarnings, whilé the C and Z companies can afford to distribute
70 percent of thele earnings. The statements show the change in the tax bur-
den under the proposed law and the discrimipnation which will arise against the
less fortunate corporations,’ o :
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Under present law Under proposed law
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I want to illustrate that by a table and data that has been passed
ug to the members of the ¢ommittee. The first page is explanatory.
We have taken A, B, C companies and X, Y, Z companies, and have
2ssumed each has an income of $20,000, an adjusted net income, we
will say, of $20000. I wish to call your attention to the different
assumptions. The first is that 100 percent of the i.ccome will be
distributed; the second assumption is that 50 percent will be dis-
tributed; and the third is that 70 percent will be distributed,

Now, under the present law the A company, distributed 100 per-
cent of its dividends, and we assume here that the three stockholders
there, as the explanation shows, would have enough exemptions and
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deductions to take care of their outside income, their salaries, and
so forth, Under the present law that corporation would be taxed
$2,640; only two of the individuals would pay any tax because the

would not get into the surtax brackets—that is, the third individua

wotld not pay any tex, Under the proposed law the corporation
would pay no tax and the individuals would pay only $1,180.

You can see what the reduction is, L .

Now, then, the B company, we will sady, has to improve its plant.
Some of the lumber companies have said they need money to fix up
the plant in order to manufacture a better quality of lumber than
they are now able to produce, or it may be indebted in such a way
it cannot follow the amortization plan that I would like to refer
to if T had time. They have to retain 50 percent. You will notice
that corporation' and its stockliolders are going to pay $3,940, or
more than three times as much as thé fortunate corporation .that
?‘]? ttxgt have to hold its money to build up its plant or do anything
ike that. :

The third examptle illustrates that where a 80 percent reserve is
msade and 70 percent of the income is distributed, there is actually
some saving, as has been attested by the representatives of the Treas-
ury Department. But in that case I wish to call your attention to the
fact that those corporations will be taxed very much more than the

artnerships in business doing the same amount of business and hav-

ing the same net income. : - .

ere has been a lot of talk here about partnerships, and I want
to tell you about the partnerships, Business of a business of any
size is not conducted by partnerships. We have the statistics on
that. The Commissioner sent telegrams to all of the collectors in
order that he might have here for this hearing the number of part-
nership returns made last year. There were 205,432 of them; there
were only 80 that had incomes of 500,000 or more. They wused an
illustration of a partnership of 500,000 income. Those partnerships
were most likely Kmf&ional partnerships; some of them may -have
been lawyers; it has been- &gmt time for the lawyers, you know.
Now, that is not all.. Only 833 of the 205,000 had incomes of $100,000
or more, four-tenths of I percent of them. But when you take the
little businesses, I tell'you that this bill makes it a lot harder on the
corporation than the partnership, and this exhibit proves it. )

nator Bracx. I thought you said it reduces the little business’
taxes., . . L W Ty

Mr. Furantonr. It does, provided they can distribute the money.
Look at page 2. In the case of the company that has to hold half of
it, it shows an increase in taxes of 50 percent, and will tax it three
times as-much as if it were partixergh:p and three times ds much'as
the - more . fortunate corporation which' does not have to hold its
money. - - o6 o e ur o S R I

Now, on the third:page; we have assumed that each of the stock-
holders had outside taxable income of $10,000, $6,000, and $4,000, re:
spectively. - Those are pretty good sizable:amounts in my country;
althiough they may be pretty small up-here.s They represent our best
people, dur business people down there. . Whbre they: distribute: 100

rcent of the income, the total taxes undér the ,gxé'esent law would be
gﬁmfhhd;under thé .proposed lawithey would bd reduced to $3480,
That 11ay be nice, but those pedple are.not demanding thdt taxes bd
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reduced now. All of this great mass of business concetrns over the
countty, the meat'and bread line, have any of théni been sending you
letters saying they want tax re&u_ction at this -time! Now, this Y
company, we find the combined tax will be $5,710, or 64 percent more
than the tax of the one more fortunately situsted: - ; :

Senator Bargrzy, You say-they have independent income?

Mr. Fuieeronr. It is shown in the column under outside taxable
inéome, the $10,000, $6,000, and $4,000. -~ : - = o

- It also assumes,tfmt the ordinary exemption for' the family and the
‘ordinary deductions will be bffset by. the éalary thé man rectives.

Now, the Treasury says it is so easy to get around that by havineg
them declare a dividend'and then bring the money back in as add
caf)itql and points to the great privilege they have and the easo and
informality ‘with which small corporations may do this; I wonder
how much experierice those representatives ever: had in the actual
representation’ of corporations under the laws of ‘somie of our States.
In my State of Texas, for example, before you can get authority to
in¢reass your cspital stock it has to be subscribed, 50 percent paid
in with money, or the equivalcnt of money, and checked by the sec-
retary of state befove hé ‘will grant suthority to do it. If yon ure
going to issue stock rights, you would get into something that is'not
recognized under our law, and preferred stock ‘is not recognized.
You have to'make a contract with all of the stockholders and they
will have to hire a lawyer. - You are going to impose a lot of burdens
on'the small corporations. Kirst, to hire a lawyer, who will havé to
see how he is going to work out his capital structure every time a
dividend is declared, and then hire income-tax expetts to see what
bracket he is going to get in. o '

As I stated st the outset, there are & lot of our 'members who are
going to get reduced taxes: ‘I sent out a questionnaire and have got:
ten & few returns from it. ¥ have noted a couple from the Staté of
tho chairman. One of thein estimated that rext yehr they are going
to make $60,000. B G o o

iTho: CaATEMAN, Was that a eo?oration? o

Mr. FuLsrtont, Yes. They said they had u olose corporation, and
they could pay that out and then:pay it back. But thete are a lot
of {hemlha; cannot do that. ‘Another one in an -gdjoinimifconhty
gave an-estimatoiof their debt; they wanted to improve the plait
and would only have & small income. " They do not ‘want the ‘progosed
tax. That one was indebted; the other one did not need any mongy:
Thqei; were going along fine. ° T Rt

L

o OrummaN.: How is it going-to be a burden if they are given
special treatmentt .0 o« o e e T T
- Mr. Fousriotrr; Théy are only given ‘?ecm téeatment 1f they get
all 6f the ‘stockholders to agree t ey 1 distribute it and pay it
back. : That will work ali right in lots of cases, but suppose a stocki
holder dies and a guardiari 14 appointéd to reprresent minor childien;
the court is hot going to It him invest that money in a corporation
under the laws of my ‘Staté or youfs either. There' are many cases
where it cannot be dones- It is fine ih-theory; but it will work opt by
causing itrouble in practice. - There 'aré many’cases ‘where ‘they can
have-a tremendous reduction in taxes; but; on the other' hand} I do
not believd thdy are expecting'a reduction in taxde- -« 10 it
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Now, there is another provision that was in the recommendation
from the ‘Treasury but which was changed on the floor of the House.
‘They gave the corporation a 214-month period after the close of the
year to determine how much of the income it would distribute, In
the House they crossed that out. . »

The CrrairMAN, Do you not think that was a proper actiont

Mr, Fursziont, If they are going to get the money next year;
but the trouble is that there are many companies that have not the
remotest idea what their net income is until they take inventory at
thed end of the year, and thei they are able to tell what they are going
te do. : o

Senator King., According to the decline in their inventory or the
solvency of their debtors,

. Mr. ¥uremiont, The gentleman who talked about hides showed
that where the price varied 2 or 3 cents he would be in a bad fix.

Senator CoxNarLy. In order to offset a decline in the value of
inventories that occurs after the first of the year in deterntining his
ability 'to pay taxes, the decline should be coincidental- with the
income -

Mr. Forsrionr, They would take the inventory at the beginning
of the year and at the end of the year, and until the latter one is
taken they have no way to tell what it is, .

Senator Bargrey. Do you not believe that any concern that is
ivn pretty well knows what it has made in December of a yeari

Mr. FoLeeiout. In manufacturing lines, yes, gir; but 1n ootton,
with which I am farailiar, a cotton merchant does net know where
he is until he gets his inventory.

Senator VarkLey. We will take the year 1836. Now, he will take
that inventory after the 1st of January. He has up to the middle
of Ma.ch to make out-his income-tax report. Will he not have all
of that inventory information before he is required to make out his
income-tax report 5o as to offset his earningsi v :

Mr.'Furerionr. That is perfectly correct, but under the law now
they would have to determine what their distribution would. be
be.ora the close of the taxable year.

Senator Barrrgy. Not necessarily. .

M1, Fowsriant. They would if they are going to get the benefit of
the achedule in the bill. They cannot get the benefit of it otherwise,

I want to say this in conclusion—pardon me, Senator, did you
have another questiont o i

Scnator Barkrer. No. - ,

M. Frisaionr. I want to make this suggestion, gentlemen:
We had a tax bill Fassed in 1918 that proditced mors revenue than
any special tax bill that was ever passed, We built up a body of
reguiations under it and a body.of court decisions, and it was fait;
that =was the excess-profits tax.  If 4 corporation made excess profits
upon its capital, it paid a substantial additional tax. I do not think
you will find a lot of business people hollering for it, but it will pros
duce revenue. If we are going to have this doubling up of income,
§7,200.000,000 from these corporations, which the Treasury estimates,
aud I have no reason to believa the ‘L'reasury is not correct, I believe
thut wo could by reenacting a tax on which we have the regulations,
cou:t decisions, and administrative methods all worked out, we could
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get a very large amount of tax next year. I su that is an im-
portant thing for the actuaries to get busy on, rather than to launch
into such a speculative thin%{ The Treasury says, “We are going to
lose $1,132,000,000"; now, where are we going to make it upf They

int out the different ways in which they can keep from payin
Income taxes, and believe me, they will be doing it. e lawyers an
tax experts will show them how they can do it, and to the extent they
can do it you are going to lack making up the $1,132,000,000, and
unless you can get a more accurate statement than those which have
been referred to, I do not think it is a good idea to embark on certain
exeriments.

genator Brack. Under this proposed le%islation we are not likely
to n;iso as much taxes as under existing law; is that your conten-
tion

Mr, Fuwsrigut. I think we will raise as much, but I do not think
we will get any substantial increase. .

Senator Brack. How much de you think it would be?

Mr. Fursriont, ¥ have not been able to complete my estimates, but
those who pa¥l 15 percent of the income, there will be a very large
loss, and for those who pay 80 percent, there will also be a large loss,
and in the intervening class there will be a gain, How much it will
be I have not been able to determine, as I have not completed my
computations.

Senator Brack. Have you examined what has been submitted by
the experts?

Mr. Barxrey. I have seen everything they have offered, both in
the House and here. I can say I do not see where they argogcggg
to get any $600,000,000 in addition to the less of the $1,132,000,000.
They are going to lose $200,000,000 out of the A. T. & T.; they will
go scot free; they will not pay any tax, and the General Motors will
not pay any tax,

Senator Brack. How about the people who draw the dividends?

Mr, Fursriorr. Some members of my family have A. T. & T.
stock, that is, my wife’s kinfolks. Some of them have a very smail
income. It is not going to make a dime’s difference to the Govern-
ment as far as they are concerned. .

Senator Brack. How about those in the higher brackets; will it
not 1aise them into a still higher bracket{

Mr. Fuisriont. The A. T. & T. will pay just what they have

n—__—

Senator Brack. I am talking about the stockholders of the A, T.
& T..who draw dividends and who may be in one income-tax bracket,
and if they draw more, it puts them in another.

Mr. Fuorerronur. May I illustrate——-

Senator Br.ack. Does it, or nott?

Mr. Fursrieur. No, sir.

Senator Brack. It does not affect them at all? .

Mr. Fowsmiour. Not unless they have income from another
corporation.

nator BLack. Suppose they have income from various corpora-
tions. .

Mr. Fureaionr. May I answer the question in my own way,
Senator{

Senator Brack, Yes.

€8545--36—-11
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Mr. Forsrionr, Here is a man who has $100,000 income to start
with. He gets $20,000 dividends from the A. T. & T. By virtue
of this law being passed, you force some other corporation to pay
dividends it did not pay i)efore, and he gets more from them. at
is where the added revenue comes; it i3 not because of the A, T. & T.
All he pays is 4 percent normal on that, and the A, T. & T. gets
out of F6 percent, a net saving of 12 percent. But by forcing an-
other corporation to make distribution you get some moncy out of
that, and that is where we can make it up, but T do not see how we
will make it up.

Senator Brick. Are you an accountant?{

Mr, FurBrionr. No, sir.

Senator Brack. Who assisted you in this?

Mr. FoisrieaT. People in my office.

Senator Brack. I am asking because your evidence is interesting.

Mr. Fousrionr. It has been worked up in my office; the junior
associate in my office is responsible for most of the figures.

Senator Briox. Are you a lawyert :

Mr. Fureriont. We are, and some of us have had to learn some-
thing about accounting and statistics.

Senator ConNarry. I know Mr. Fulbright is a very able and
capable lavlv;yf:r.

Senator Barerey. Thero is a difference of 64 percent in two corpo-
rations with the same income.

Mr. FursrigrT. It would be a great deal more than that; that is,
the combined tax the corporation and the stockholders. If one
corporation was in a position to distribute all of its income and its
stockholders did not have any other source of income, and the other
cor?omtion could only distribute half of it, in that case the one which
could not distribute but half of it would pay more than three times
what the other paid.

Senator Bargrey. That would be & very great disadvantage.

Mr. Forsrign. It is a great discrimination. This law will dis-
criminate against small corporations in favor of small partnerships,
because a partnership does not have to worry about whether or not
they wiil withhold part of it or imgrove its plant; but if the corpo-
ration withholds some to improve the plant, it is going to pay three
times as much as the partnership in the illustration I give.

The point I am trying to make is in case of small taxpayers it
creates & tremendous inequality, and we have explained this to the
lumber men and it does not appeal to them as being & good policy.
I might say in my section we have many small oil-development
companies that have to keep their money in the company in order
to keep going in competition with the great Standard companies,
the Texas Co., and companies like that, and I can see it would be a
tremendous_discrimination against companiés of that sort.

Senator ‘Brack. Assume a corporation owes no money and has
a big surplus, and here is another corporation that owes money and
has no surplus.

Mr. Fursrionr. One, instead of paying 16 percent of its income
to the Government, will not pay anything; the other, instead of
paying 168 percent of its income, may have to pay anywhere from
17 up to 4214 percent.
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Senator Brack. Is it your view this bill works to the disadvantage
of all of the corporations in this country which do noi have big
surpluses?

Mr. Fuisriant. I think ultimately that would be the effect, Sena-
tor. It does not necessarily do it to start with, because you have to
take into consideration the position of the stockholders and whether
the stock is closely held and whether the stockholders would take
advantage of the loopholes.

Scnator Brack. One has & surplus and the other has to pay
earnings.

Mr. FuisriouT. But if one has only three stockholders and they
can declare the dividends and put them back into the corporation as
paid-in surplus, they would be on an equality, but if they have one
stockholder who keeps it, or a iuardian is appointed, as I have
pointed out, they would have to have lawyers and it would not be
as cimple as you are led to believe.

Senator Kina. Have you some tables on the copartnership showing
the number and how it affects them?

Mr. Forsrienr. I do not have anything on that, except there were
some figures put into the record before the House Ways and Means
Committee, at page 428.

Senator Kixo. %Vould ou call two or three farmers who work
toi%ther a copartnership

r. FuLerioHT. Yes, sir.

Senator Kine. Has the Department so classified them#{

Mr. Foursrionrr. It follows the common-law concept. If it is a
joint-stock association it may be a partnership under State law, but
subject to taxation as a corporation. Many of our lumber companies
are copartnerships.

Senator Kixo. I wondered whether they classified in the copart-
nership column a couple of sheepmen who work together.

Mr. Fuisrigur. If they engaged in that business from year to
year they are a copartnership; if they expect to dispose of the sheep
the next year, it would be a joint venture.

Senator Kino. A couple of men who buy a grocery store and have

000 of stock, what is that!

{r. FuLBrioHT, A copartnership.

Senator Kine. Have ysu any figures showing the ag%re te earn-
ings (;f copartnerships measured by the gross earnings of all corpora-
tions

Mr. FouLsrionr. We do not have the comparative figures. The
figures I referred to are for 1935, and we did not have available the
other statistics. Those copartnerships include engineering firms, law
firms, and service firms.

Senator Kine. Not industrialists or manufacturers?

Mr. Fuisrieur., No, sir,

Mr. Caestees. Wo can give ({ou the estimated corporate income
for 1935, and sinco the tax yield is running so close to the estimate,
it would indicate the estimate on income is exact enough for your
purposes, and it would give you a basis for comparison.

Senator Kixo. I had in mind the gross earnings of partnerships
and of all corporations.
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Mr. Fursriant. I doubt if there are a score of partnerships en-
gaged in business in this country where they will run over $100,000
a year. ‘There are many law firms, and things of that character
where they will run in excess of that. I was rather astonished to
note tgat only four-tenths of 1 percent of 200,000 partnerships ran
into that.

The C:rairman, Was that reference you gave as to the earnings
in the hearings on this bill in the Houset

Mr. Fuisrient. On this bill; it was in the report.

Senator Brack. Suppose a stockholder in a corporation makes
sufficient income so that he is in the 65 percent brackets for the year
and the company declares a dividend, adding $10,000 to his income;
what-'percentage of that $10,000 would go to the Government for
taxes

Mr. Foreriont. It would be in excess of 63 percent.

Senator Brack. In excess of 65 percentf

Mr. Fousriour. Yes, sir.

Senator Brick. If he was in the 45-percent brackets, it would be
in excess of 451

Mr. Fursrienr. Yes, sir.

Senator Brack. And if he was a stockholder down in the 4-percent
brackets, it would be somewhere in excess of 4 percent?

Mr. FurerionT. Yes, sir.

Senator Brack. Now, if he is paying under. the present corpora-
tion tax and that profit stays in the corporation, the corporation
would pay 15 or 16 xpermnt on profit, would it notf

Mr. FuLsmiont. Yes, sir.

Senator Brack. Whether he would have to pay 4 percent or 65
percent or 72 percent; that is correct, is it not?

Mr. FovLsriour. That is correct.

Senator BLack. So that in the actual operation of the payment of
tax on that profit it fluctuates from nothing up to 72 percent, so far
as those dividends are concerned, as paid out to the taxpayer, divi-
dends from the corporate profits}

Mr. FULBRIGHT. lgh s yes.

Senator Brack. Now, the individual earnings, the partnership
eamin%, do not fluctuate in that way?!

Mr. ForsrionT. No, sir.  Whether they distribute it or not, they
must return their pSroportion of the income of the enterprise.

Senator Brack. So that in reality one of the issues here is whether
or not the disadvantages you have duscribed, so far as the corpora-
tion is concerned, outweigh an effort to prevent such a wide fluctua.
tion in the amount of taxes paid on the profits which go from the
corporation, as com};ared with the profits that. the individual gets
from other concerns .

Mr. FuLsrigHT. I do not deny there are inequalities, but that is
very rare, because business is generally run Ly corporations, and only
small enterprises are run as partners iFs.

Senator Braok. Take yourself, as a lawyer.

Mr. FuisuieuT. I would get stuck with it.

Senator Brack. You have to pay on the amount of the brackets
in which you happen to have your earningsf

Mr. Foreriont. That is correct.
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Senator Brack. But if someone else invests in a corporation, even
though he may haye a large income of seversl million dollars, which
would place him in the higher brackets, on the profit made on the
corporate stock he would be below the rate you would pay on your
income, even though you are in the low brackett

Mr., IFuieriont. But when he dies the Government will get theirs.

Senator Brack, The Government may and it may not. If that
.Ztays"thgre for 5 or 6 years and they declare a dividend, or suppose

e sells it,

Mr. Fuisriont. Then he pays profit on the increase in value.

Senator Brack. A tax on the profitf

Mr. FuLeriont. Yes, sir.

Senator Brack. What percentage of profiti

Mr, Fueriont. If it comes in the capital net losses or gains, it
would be in the schedule which runs from 1 year to 10 years, and
scales from 30 to 90 percent.

Senator Brack. And he formerly paid 1214 percent

Mr. FoLsrieur. Yes, sir.

Senator Back. We changed that by the most recent law.

Mr. Fuoisrienr. Yes, sir.

Senator Brack. You have read where one man who everybod
knew was very wealthy has paid no income tax at all, even thoug
the corporations through which he did business, many of them, made
gmﬁts, Mr. Morgan; if dividends had been declared on the stocks

e had in various corporations, he would have had to pay an income
tax, would he notf

Mr. Fuwerionr. Yes, sir,

Senator Brack. And the probability is if the dividends had been
declared these corporations would have had to pay far above what
the normal man would have to payt

Mr. FoisriouT. Yes.

Senator BLack. And to that extent it is an unfair operation of the
present law?

Mr. Forsriont. I know there are inequalities and I do not know
any formula that will ﬁet us away from all of them, but if you had
the excess profits tax, Mr, Morgan would pay a ot more.

Senator Brack. You know that every effort we make to enact any
kind of tax law that reaches those gentlemen is difficult; there are
numerous holes and they always find them.

Mr. Fuisaiont. 1 said before this committes when the 1934 act
was up for discussion that a proper administration of a law like
section 351——

Senator Brack. What is that?

Mr. Fursrionr, That is where they allow the gains to accumu-
late in a corporation beyond the needs of the business enterprise.

Senator Brack. That is 102, is it not}

Mr. FuowsrionT. One hundred and two is the personal holding
company, but 851 permits gains to accumulate where there is a
preiumption they are needed for investment in the company such
as that,

Senator Braor. It certainly is our duty to'make an effort-—we
know we cannot have a perfect tax law, but we should see that no
saﬂicular group is permitted to take edvantage of any kind of

evice to pay smaller amounts of tax on their profits than others.
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Mr, FurBrionr. But here you do just the opposite.

Senator Brack. I understand that is your construction.

Mr. Forsrigar, There is no question about the correctness of that
construction,

You asked a question about the increase in the number of copart-
rerships. When the Commissioner was on the stand he stated that
in 1926 there were 205,000 partnerships and in 1935, 205,000; but
if he had gone back to 1925 he would have shown therc were only
209,414 partnerships making returns in 1925, or approximately the
same 83 1935. In 1918 there were only 150,000; in 1917, 75,000.

Senator Brack. How many corporations in 19187

Mr. Fucsrigur. About half as many as now.

Senator Brack. As a matter of fact it is true the corporation has
been used as a device to keep from paying as much tax as they would
have to pay doing business as a partnership or individual?

Mr. ForBrionT, That is the reason we enacted the sections I re-
ferred to—1I may have to correct myself. I thought section 351

Senator Brack. That is immaterial.

Senator Kina. Is it rot a fact that individuals who have no pur-
pose to evade tax find that because of the change in partners and
other difficulties, it is advantageous to form corporations, because
in this country you can conduct your business more effectively and
economically ang with less uncertainty through a corporation?

Mr. FuLsrionT. Senator, if that were not so, there would not be
any corporations, because they are the most vulnerable creatures to
taxation by States, requiring reports, inspections, and things of that
character. It is necessary where yon have a large number of indi-
viduals interested in an enterprise to incorporate. When you have
six or eight partners, as in my firm, we have some pretty big argu-
ments, but when you get that in a business enterprise it breaks down
of its own weight,

Senator Brack. You can think of no reason why profits made
through an investment in a corporation should not be taxed just as

atly as profits made b;v investment in veal estate or professional
usiness, or anything else

Mr. Foverioar. Oh, yes; there is.

Senator Brick. What is it

Mr. Fursrionr. It depends on the character of the business the
corporation is engaged in. If they are engaged in the same charac-
ter of enterprise, then you are correct.

Senator Brack. There is no arguinent you can think of so far as
the corporate device is concerned—there is no reason you can think
of why profits received from a corporation as such should not lLear
just as much of the burden of taxation as those received from any
other businesst

Mr. Fursrionr. For example, this matter of surplus which was
discussed this morning; there is a lot of difference between additional
capital subscribed and piling up surplus. You cannot declare divi-
dends and impair capital, but you can cut down the surplus.

Senator Brack. Isthere any reason, so far as our economic system
or governmental system is concerned, why profit made in investment
in a corporation should be sul}liecte& to either a smailer or greater
amount of tax burden than profits made by an individual or partner-

ship?
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y Mr. Foreriout. I would have to take into consideration all of the
actors.

Senator Brack. I am talking only about the corporation as such.
Is there anything sacred about a corporationt

Mr. Furerient. No.

Senator BLack. Is there any reason why a person making a profit
out of a corporation, as such, should be subjected to a greater or
smasller tax than on profits made in some other way than by a cor-
poration ¢

Mr. FousrianT. I cannot answer that solely from the standpoint
of Federal taxation.

Senator Brack. Any standpoint.

Mr. Foverient. If they are in the same enterprise the burdens
should be the same so far as Federal tax is concerned, but in the
State of Texas a partnership does not have to pay anything. You
have to take all of those disabilities into consideration.

Senator Brack. I mean a corporation, as such, and because of
the fact it is a corporation.

Senator Kixa. The following witnesses will be here at 9:80 to-
morrow morning:

R. N. Denham, S. A. Sweet, Arthur T. Davenport, James I. Don-
nell{y, Smith F. ’Ferguson T, J. Priestley, Jr., Fred R. Fairchild,
J. W. Oliver, and John W, O'Leary.

The committee will stand adjourned until 9:30 tomorrow.

(Whereupon, at 5:05 p. m., the committee adjourned until Satur-
day, May 2, 1936, at 9:30 a. m.)
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SATURDAY, MAY 2, 1038

UNriTED STATES SENATE,
ComMirTEE ON FINANCE
Washington, b.c.

The committee met, pursuant to a(tlﬂ'oumment at 9:80 a. m., Senate
Finance Committee room, Senate Oftice Building, Senator Pat Har-
rison presiding.

Present: Senators Harrison (chairman), King, George, Walsh,
Connally Bai!e‘y, Lonergan, Black, Gerry, Couzens, Keyes, La
Follette, Metcal , and Capper.

The Ciratrsran. The committes will be in order. Mr. Denham of
New York City. Is Mr., Denham here! Mr. Reginald L. Sweet.
Is Mr. Sweet heret

STATEMERT OF REGINALD L. SWEET, NEW YORK CITY,
TREASURER, SWEET-ORR & C0., INC.

The CuaryMaN. You are Mr. Reginald L. Sweet and you represent
the Sweet-Orr & Co., Inc.1

My, Sweer. Yes, sir.

The CrarmAN, What business are you engaged int

Mr. Sweer. Manufacturers of overalls and work clothes.

The CuarmMaN. You may proceed. .

Mr. Sweer. This is a report, gentlemen, written by Stanley A.
Sweet, president of Sweet-Orr & Co., with offices at 15 Union Squa
New York, to be read by myself, his brother. I am treasurer o
that corgoration. The company manufactures and sells overalls
and work clothing. e have factories at Newburgh, Wappingers
Falls, Port Jervis, N. Y.; and Philadelphia, Pottstown, Paradiss,
Mohnton, Pa.; and Joilet, 111

Congress is now considering a revenue act containing several new
features which, in my judgment, should receive the most earnest and
serious consideration of your committee. I am not a lawyer nor a
tax expert, nor am I qualified to pass upon legislative matters. I
am a businessman and represent a concern—Sweet-Orr & Co., Inc.—
which has been in existence for 65 years. For more than one-half of
that time I have been uctively associated with it. This company
of ours operates plants in different sections of the country, manu-
facturing overalls and work clothing, and has consistently emgloyed
union labor. Long before the establishment of N. R. A. we adopted
a policy of dealing with our employees so that we have never had
a strike nor any serious labor disputes during the long period of our
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existence. We are regarded as pioneers in our attitude of fair,
progressive standards Tor labor. I am sure that union officials, as
}velf as the employees of our plants, will be glad to testify to these
acts.

All of these years have not been easy ones. There have been good,
but there have also been extremely bad ones. During the bad years
we have not closed up our plants and discharged our employees, thus
adding to the general distress, but have renewed our efforts and taken
un new courage because of the need ror %rotecting our workers and
holding the organization together. As I will later illustrate, the
cost of doing this has been substantial, but we have considered it
worth while,

We do not consider ourselves very different from the average self-
respecting business concera and we recognize that others also prosper
or suffer during the different business cycles which have passed and
undoubtedly will continue to pass, regardless of what human bein
may do. come here in the interest of my company and in the
interest of the employees, whom I represent. I should like to present
my views as to why the proposed tax on undistributed earnings of
corporations is dangerous an ibly fatal to the average concern.
It is my understanding that the proposed revenue bill grondes a
graduated tax, depending upon the amount of earnings distributed
to shareholders, and that such graduation will resuft in a much
lower tax as the rate of dividends increase. Thus the company which
can afford to pay the largest amount of dividends will pay the least
amount of taxes,

The dividend policy of our company has been a consistent one.
Our directors behieve that they have always distributed annuallg the
maximum amount to its chareholders that the company could afford.
Our record will prove the soundness of this policy. I do not need to
hold a brief for our board. If we had distributed all our earnings
annuslly to sharecholders, our business would have passed out of
existence long ago. Had we failed to provide adequate reserves in
the prosperous periods for the losing years which we know will
always occur, we could not give our employees steady work and
reasonable wages in the days when they need 1t most.

Possibly a brief review of our ﬁglu;res for the past 20 years will be
helpful in illustratin% my é)oint. uring these 20 years the profits
of our company for 16 profitable years amounted to $2,805,000. Out
of these earnings the company paid $2,233,000 of dividends.

Senator King. What year was thati

Mr. Sweer. This is a period of 20 years, 16 of which were profitable
and 4 of which were unprofitable. In the 16 profitable years the
profits amounted to $2,005,000, and out of these earnings the com-
pany paid $2,233,000 dividends, leaving a balance of $672,000. Dur-
ing this same 20-year period the company operated at a loss in 4
rears to the extent of $1,217,000, so that shareholders were required
o contribute substantial sums from their capital to cover this deficit
of over half a million dollars, which resulted from the depressions
through which we have passed. That contribution of the stockhold-
ers, I might say, consisted in a reorganization and reduction of the
capital stock and the fox;ﬁving of a rather large amount of dividends
which it accumulated. ese figures may be presented to you in an-
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other manner. Our earnings during the profitable years of this pe-
riod amounted to $2,905,000, our net distribution to shareholders out
of these earnings amounted to $1,628,000 or 56 percent approximately.
The balance or 44 percent of our earnings was used to cover losses
in the same period and was spent to protect the business during the
depression years and to give labor steady employment and a living
wage during the dark days. The average annual dividend return to
our shareholders on this basis for the 20-year period is 314 percent
on the par value of our outstanding capital stock at the beginning of
the period. Qur net tangible assets at October 31, 1929, stood at
$1,752,000 as shown by our books. Six years later, at the end of our
fiscal year on October 31, 1935, it amounted to $1,126,000, a reduction
of $626,000. If we do not restoro some of this decrease we shall not
be able to live through the next adverse business period.

We are now engaged in the difficult task of attempting to restore
the veserves which we need to cover our losses and to give us the
needed financial strength to enable our company to pass safely
through the next depression, which will come again as surely as day
follows night. We feel it our duty, not only to ourselves but to our
employees, to do this and we would be derelict in this duty if we
failed to do so. I should like to remind you that we have {)een in
business 65 years.

In these reconstruction years only a small proportion of our earn-
ings is available in cash, which is the only medium we can use to
pay dividends or taxes. Most of it is invested in higher inventories,
additions to plantg, and so on. If a revenue bill is enacted which
would force us to distribute our earnings in order to avoid excessive
taxation it would thus be necessary to borrow larger amounts from
banks, if the banks were willing to let us have the money for that
purpose, which I doubt very much. Following the years 1921 and
1929 we were required to recognize this, for we received loans from
banks only on condition that no dividends would be paid until work-
mpS' capital had been replenished to a substantial extent.

houtd our company required to accumnulate its profits in the
form of cash so that all profits can be distributed by way of divi-
dends, obviously we could not afford to buy new machinery and
equipment, build new plants and employ more lsbor, and create more
values as our part of the national economy. Nor could we have in
hand sufficient cash to pay the tax under the proposed revenue bill
if no dividends wers paid, for the reason that the percentage of cash
available after a year is frequently considerably less than the tax
which is now being proposed for a concern of our size.

It is quite conceivable that if this legislation is passed, corpora-
tions will be forced in self-protection to pay out all earnings in
prosperous times in the hope that they could attract new capital
when adverse times recur and when new money is needed to
keep the business from bankruptcy or complete extinction. No sane
board of directors would ever take such risks, for the reason that the
new capital cannot readily be obtained in difficult years, and then

ibly only at prohibitive cost and with prohibitive restrictions.

en, too, there is the legal responsibility upon directors to declare

dividends only to the extent which is prudent after giving due con-
sideration to all factors.
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Quit. frequently we run into a year when heavy losses are suf-
feredl, such as 1921, when our loss was $£534,000, and in the period
from 1930 to 1932, when our losses totaled $743,000. .

Senator Kixg. Your losses in those 2 years exceeded your earnings
in 20 years?

Mr. Sweer. In how many years, sir{

Senator Kixa. Thef exceeded your earnings for how many years{
There was over a million-dollar loss there in those 2 yearst

Mr. Sweer. Yes.

Senator Kixoe. And your net earnings for the 20 years were, as I
remember, something like a million and six or seven hundred thou-
sand dollars.

Mr, Sweer. Yes. When profitable periods again recur it is not
possible immediately to resume dividend payments. We must first
cure the deficit and restore working capital to adequate levels.
Under the proposed revenue bill, as I understand it, no adequate
allowance is made for a corporation which is undergoing the task
of recouping its losses and regaining a stronF financial position to
ensure a continuation of the employment of labor and capital. In
fact, it is easy to calculate that following a year of heavy losses,
a business might become financially embarrassed by the mere fact
that it is earning a profit which it cannotoggy out in dividends. For
example, in the year 1921 we lost $534,000; in the succeeding year
we started to earn a profit but could pay nothing in dividends.
Under the proposed revenue act, a heavy tax is imposed upon such
undistributed earnings which are used to restors lost capital, and
this tax becomes a current liability which must be paid in cash. If
we are to replace inventories and receivables which have been lost
and if we are to improve our plants so as to be able to continue
the employment of labor, and earn something on our capital, we
have not the cash on hand to pay the tax. We would be forced to
borrow it and I doubt very much if it were possible for the avera
business concern with a_ history such as ours to securs the ban
credit necessary to pay the tax after a series of losing years.

On the whole, it striker me that the proposed new revenne bill
places an nnusually hard burden upon smaller concerns and those
which are not equipped with a surplus of working funds. I dare say
that this description will apply to the majority of business concerns
in this countrg. The larger companies and those aiready supplied
with comfortable working capital will then have a decided advantage
from a tax standpoint and naturally would use this advantage in
competition with smaller and strug%ling companies. It appears
to me that this must have been overlooked by those who drafted
the proposed measure.

In our business we are constantly experimenting with new ideas,
new provesses, new markets, and new products.

Again, I dare say that this condition undoubtedly exists in prac-
tically all other businesses. In fuct, the new ideas of today often
become the backbone of our business tomorrow. When we fail in
our development work our days are numbered. This development
work requires the investment of cash and the taking of risks. Ob-
viously when cash is invested in that fashion it is not available for
any other purpose, such as dividands. If the proposed new revenue
bill is enacted, we would have to materially curtail our develop-
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ment work because we would have to pay a penalty in order to have
sufficient resources to make experiments, which if successful, mean
the employment of more labor and the creation of values which add
to the national economy. We would be required to run our business
so that all profits were available either for dividends or for the
payment of taxes. Thus, the progress of our industry and our com-
pany would suffer to the detriment of our workers and unquestion-
ably to the loss of the Nation because businesses such as ours are
the basis of the revenue producers that support the Nation,

During the past 3 years changing trends forced us to develop new
departments of business which have now become quite important to
us. These new departments required a very large additional invest-
ment upon which we have not yet been able to pay dividends, but
which we confidently expect will produce a reasonable return before
long. Largely by reason of making these new investments we were
able to keep our employees working on virtually a full-time basis
since the time they began. That means through the worst period of
the depression.

I am quite sure that this could not have occurred if we had not

one into such new ventures. The risk was considerable and the
investment heavy. e were willing to undertake both of these,
but the point I wish to emphasize is that if the proposed new revenue
bill had been in existence at the time we contemplated adding these
new departments, we should not have been able to proceed.

If we are competing against a concern which has a stronger work-
ing capital than ours, so that it can dispose of all its income by way
of dividends, while we cannot do so, we are unfairly placed in &
most disadvantageous competitive position. Is it the desire of the
Congress to add to the burdens of the smaller companies and pos-
sibly to shift a heavier burden of taxation upon them &s compared
with the larger and stronger onest I doubt this very much, yet this
is the only conclusion I can reach after reading the proposed new
revenue bill,

Again let me say that I am not a tax expert, nor do I feel qualified
to advise this committee as to the type of e%:islation which might be
adopted in place of the proposed measure. I am quite aware of the
fact that the Government must have revenue to carry on its activities
and that a very substantial part of such revenue must come from
business, I am further confident that business can and will pay its
proper share toward the s:({)port of Government, provided that such
portion is fairly determined and properly distributed. As far as my
company is concerned, we are ready to pay our part, but I wish to
gro(est with all the power at my command against the scheme for

oing so as outlined in the proposed new revenue measure.

In my judgment it is important that business should know at all
times the amount of tax burden which it is required to pay in order
to figure costs and prices. This is not possible under the new meas-
ure. Would it not be more advisable to adopt a tax procedure
which would assess a fixed rate on the real earnings of a businesst
To my mind, real earnings are not necessarily those shown for one
fiscal period but rather what a business can be said to earn on an
average yearly basis. If we lose $100,000 in 1 year and earn $100,000
in the second year, we are no belter off at the end of the second
year than we were at the beginning of the first. If we are required
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to pay a tax on the earninﬁs of the second year while securing no
de(ﬁlction for the loss of the losing year, we are in fact worse off
at the end of tho 2-year period than we were at the beginning. On
an income-tax basis, we actually suffer under such circumstances. :

It is unreasonable to suppose that a tax plan could be worked ont
whereby a tax could be assessed on the earnings of a company over
an averafe period of not less than 3 years, such as is working so
successfully in England? Under such a plan, the losses of 1 year
are deducted from the profits of the others and a truer picture of
the earning power of an enterprise is presented. If such average
earnings were determined from year to year, a tax could be assessed
with more assurance that the particular business would be able to
pay it without danger and without placing it in an unfair position
with its competitors. I am confident that such a procedure would
stabilize emgloyment and it would undoubtedly incresse it. We
would then have a true income tax indeed, and a businessman could
arrange his affairs so that the tax could be determined and paid
with more assurance and without the penalties and dangers present
in the existing law or those which sre threatened in the proposed
new revenue measure. I submit these thoughts to the committee
for their consideration in the hope that they may help toward the
solution of a most serious, far-reaching, and perplexing problem.

This report was signed by Stanley A. Sweet, president, Sweet-
Orr & Co.

The CruairMaw. Thank you very much, Mr. Sweet. Mr, Denham:
has he come in yet? (No response.)

Mr. Davenport?

STATEMENT OF ARTHUR T. DAVENPORT, NEW YORK CITY,
CHAIRMAN, TAX COMMIITEE, INTERNATIONAL ASSOCIATION
OF COTTON GARMENT MANUFACTURERS

The Crnarman. You may proceed, Mr. Davenport.

Mr. Davenreorr., My name 1s Arthur T. Davenport. I live at 303
Allen Avenue, Allenhurst, N. J. I am general manager for Sweet-
Orr & Co., Inc., 15 Union Square, New York City, whose home office
is at Wappinge:s Falls, N." Y., and who operate factories in New
York State at Wappingers Falls Newburgh, and Port Jervis, and
in Pennsylvania at Philadelphia, f’ottstown, I‘aradise, and Mohnton,
and at Joliet, Ill.

I am chairman of the tax committee, International Association
of Garment Manufacturers, 40 Worth étreet, New York City. I
am chairman_of the tax committee, Union-Made Garment Manufac-
turers’ Association, 120 South La Salle Street, Chicago, IIl.

Througn the courtesy of your chairman may I be permitted to
have the secretary of the I. 'A. G. M, Mr. A, i‘ Allison, 10 place
before you a brochure on processor-tax refunds, outlining the vari-
ous ;{)ths'whlc}l we will bring up, and we would like to request that
this be written in the record as an introduction to our appearance in
behalf of our members.

The CrairsmaN, That may go in the record.

Mr, Daveneorr. Thank you very much.

(The brochure submitted by Mr. Davenport is as follows:)
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ProcEsSING Tax REFUNDS—Proposep AwENDMENTS TO H. R. 12395, Trrer 1V,
Secrrox 002 (b) axo Trrie IIJ, Sxetiox 501 (4)

TAX COMMITTEE OF THE INTERNATIONAL ASSOCIATION OF GARMENT MANUFAOTURKRS,
NEW YOBK, N. Y, MAY 2, 1918

The International Assoclatlon of Garment Mauufacturers, a voluntary, non-
Incorporated, national organization, founded In 1908, at Toledo, Ohlo, repre-
sents manufacturers of men's and boys' cotton garments, including shirts,
collars, nightwear, underwear, pants, overalls, and olher work and wutllity
garments, and women's cotton undergarments and nightwear; member-em-
ployers In 42 States; 200,000 wage earners enguaged in the industry; the Inter-
natlonal Assoclatlon of Garment Makers' tax commlttee, appointed early in
1633, has served continuously since the processing tax was flest under con-
sideration. Exccative odices, 40 Worth Street, New York, N. Y.

We sobmit:

1. That the cotton garment industry and the Qovernment shoutd not be furtlier
burdene:l at this time with unnecessary and costly methods of securing proces-
sing-tax adjustments on inventories of January 6, 1936

2. That all those taxpayers, exclusive of first processorg, who paid floor-stock
tax as of August 1, 1833, or, If retailers, as of September 1, 1033, should be
offered the option of accepting a prompt refund on the exact amount of 4oor-
stock tax thus paifd, §n lleu of and In full settlement for any clalms that
otherwise would be comptted on the basis of thelr inventories of January 6,
1938, as proposed in H. R. 12395,

& That the above proposal not only offers the one practical method for
quickly clearing up an entangled situation which has already produced no end
of controversy and 111 focling, but it also has the decided advantage of saving
woney both for the Government and the taxpayer. As evidence thereof,
please note:

(a) Approximaiely 1,000,000 taxpayers pald floor-stock taxes as of August 1
and September 1, 1033. Presumably an equal number will desire to claim tax
adjustments on January 8, 1824, inventories. In the case of the cotton floor-
stock tax, which represents over 65 percent of the total payments for all
commodities, the Government collected about $57.000,000, of which about
$30,000,000 was pald by firet processors, who are not included, at thelr own
suggestion, in this proposal, for a simplified method for tax refunds.

() Retall merchants pald a little over $14,700,000 floor-stock tax, of which
$11,502,000 was on cotton.

(c) Thus, §f all first processors are excluded from the optional method of
computing tax refunds due on January 8, 1838, floor stocks, it {s probable that
Ies than $35,000,000 will be required to pay those taxpayers who elect to accept
refund of the amounts they pald the Government as of August 1 or September 1,
1633, in full settlement of thelr claims based on January 6, 1038, inventoriea,

(d) Furthermore, In the case of cotton, floor stocks on Januatry 6, 1838, were
much larger than on August 1, 1833. In the cotton garment industry, for
example, the biggest selling season of the year begins on or about January 1.
Spring and summer merchandise {8 going into production 8o that deliveries can
be made to wholesalers and retallers durlng February, March, April, and May,
a8 cotton wearing apparel meets ita heaviest demand for spring and summer
wear. Since manufacturers, wholesalers, and retallers must all plan and work
ahead of consumer requirements, it should be olvious that by August 1 and
Septeinber 1, heavler wearing apparel for fall and winter must be In work, and
concurrently the production and demand for cotton apparel {n the wholerale
markets will have slackened. Thus, tax adjustments on January 6, 1038,
inventories, computed as such, will undoubtedly Involve clatms far larger than
on the basis of 1833 floor-stock tax refunda

(e) To the taxpayer, however, prompt payment by the Government of an
amount already definftely determined by bis own tax payment of 1833 floor-stock
tax, belng relleved of the extravagant expense involved {n the countless compu-
tatlons and audits necessary to the determination of bis claim, with certalnty
as to nothing except the probabllity of endless delays due to the many complica-
tions and technical problems fnvolved, all these factors combine to make our
proposed option attractive as a compromise propossl deszpite the fact that it
may represent a discount upward of 50 percent of tke amount the Goverument
might otherwise ultimately pay. .
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{f) To the Goveruwment, regardless of other savings, the quick and easy
method of refund we propose, should clearly represent a potcntlal saving of
millions of dollars of administrative expense. No audits, or hearlngs, or long
involved calculations are required for the taxpayer who accepts refund of his
1933 floor-stock tax In full settlement of his tax adjustment claim on bhis
January 8, 1830 Inventory.

(g) Finally, the administratlve expense that will be unquestionably incurred
if title 1V, section 602 of H. R. 12395 s not amended to offer the taxpayer the
clear-cut and simple procedure we propose, will be all out of proportion to the
amounts involved both to the Qovernment and to the taxpayer.

4. As to title Il of H. R. 12395, our brief revlew of conditlons in our in.
dustry and particularly the burden of governmental competition which, in part,
Congress and the United States S8upreme Court have both agreed to be unfafr
and demoralizing to private Industry, should make it fulrly obvious that com-
petitive price pressure, starting at the low base set by convict-made cotton
garments, made it impossible to malntain average margins above costs that
would cover and Include both processing tax and N. R. A. differentials.

We do helieve, for ourselves, and doubtless other affected industries as well,
that subsection (e) (1) of section 501, title III, should be amended In the
following respect, that 10 taxable years Instead of 5 should be used where ft Is
stated that “¢ * ¢ the term ‘average margin’ means the average difference
between the sclling price and the cost of similar articles sold by the taxpayer
during bls & (change to 10) taxable years preceding the fnitial imposition of
the Federal excise tax in question ¢ ¢ *”

5. Summary: Both of our proposed amendments to the tax bill will strongly
serve the public interest.

It I1s a well-known fact that business losses were heavy during the years
1830-32 and In respect to many of the smaller manufacturing concerns,
particularly those located {n the smaller communities throughout the country,
producing cotton garments for a limited market, earnlpgs were very poor,
even prior to 1030,

Thus a long period of capital loss has represented a draln upon employment
resources which has, by no means, been restored.

Since Congress has clearly evidenced Its intention to provide some method

for ndjustment of January 6, 1936, inventories, it would appear proper to sug-
gest that the alternaiive proposal that such refunds be made speedily based
on acceptance by the taxpayer of his 1033 flcor-stock tax, will relieve financial
pressure at a time when capltal loss tends to reduce employment, and will be
far more valuable If rccelved by the taxpayer before the end of the carrent
fiscal year, than If delayed, even though a larger refund is pald by the Govera-
ment at a much Jater date.
" We hold that it is the cbjective of the Goverument to restore employment
and business earnings as rapldly as possible. Our proposal for an ameadment
to title 1V, section 602 (b) 1 favorably acted upon will cerialnly assist the
Government in its wider objective,

Also the amendment we propose to title III, namely, \hat computations for
tax liabhiity should be based upon 10 taxable years instead of 6 to determine
the marg> above cost, also represents equity, and reasounable relief to the
taxpayer wko has daring the preceding § years been largely operating a sub-
norma! nnd inadequate margin above cost. The 10-year period we propose is
bound to present a better basls for determining an average margin as pro-
posed In title I1I, section 501 and presents no greater difficulties than in the
present provision of the bill

We sincerely trust that our proprsals will receive serlous and favorable
conslderatlon.

COMON FABRICS AND THRFAD3S USED EACH YEAR BY THE COTTON-GARMENT INDUSTRY
CONSUME 1,000,000 BALES EACH YEAR

To appreciate and understand what the invalidation of the precessing tax,
January 6. 1938, has meant to the cotton-garment industry, a drief review of
events and conditfons {n the Industry from August 1, 1033 to date, I3 essentlal
FOUR RIG FACTORS OF COST INCREAFES TOOXK EFVECT ON OR BEFORE AUGUST 1, 1913

1. On July 17, 1833, the Cotton Textile Code, N. R. A. code no. 1, became
tftective. Shortly thereafter, N. R. A. cost differentialy were cstablished.
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Price increases on cotton yarns and textlles avecaged 5.54 cents per pound
Thesc increases were paid by the cottoa-garment manufacturer

2, On July 81, 1833, the President, by Executive order, {ssued at request of the
International Assoclation of Garment Manufacturers, p'aced the cotton-garment
industry under the hour and wage provislons of the Cotton Textile Code, pend-
ing the effective date for the Cotton Garment Code. 'This meant immedlate
cost Increases fn gll goods in process, and in the fabrication of all cotton
materials on hand {n the cotton-garment factory on August 1, 1833.

3. As of August 1, 1933, the colton-garment industry pald floor-stock tax on
&l cotton poundage Inventories of that date.

4. On and after August 1, 1823, the price of colton goods purchased but not
delivered prior to that date was Increased by the amount of floor stock or
processing tax differential, In addition to N. R. A. differentlals. Yrocessing-tax
differentials averaged over 5 cents per pound.

DID THE CONSUMER PAY THE PROCESSING TAX PLUS N. E. A, DIFFERENTIALS?

Decldedly not, 50 far as the cotton-garinent industry {s concerned.

Consumers buy cotton garments frequently and watch prices closely., Thus
retail merchants strongly resist price increases that would disturb established-
Erice lires, such as 49 ccots, 69 cents, 09 cents, $1.03, and intermediate and

igher price quotations.

Cotton garments are frequently featured In speclal sales, because price savt
ings appeal so strongly to consumer buyers, largely in the lower income groups.

Thus at no time have cost Increases of 1033-10385 been fully or adequately
reflected in the average prices at which cotton-garment manufacturers sold
thelr products.

Mr. Davenreorr. Now, I will take these up in seriatim.
TITLES 1 AND 2

The attitude and opinions of the members of our associations, as
they can be interpreted under the difficult conditions, are best ex-
pressed in the statement which has just been made to you on behalf
(()}fo Mir. Stanley A. Sweet, who is the president of Sweet-Orr &

., Inec.

‘TITLE 8

The committecs are in entire sympathy with this portion of the

bill, which fprovidos\s that the Government should recover 80 percent
of such refunds or abatements as might remain the property of
those who have received them from the Government am? from their
vendees. The other provisions of this title are likewise satisfactor
with the exception of section 501 (e), third line on page 231, provid-
ing that b taxable years preceding the imposition of Federal excise
tax shall constitute the average margin of the taxpayer. On this
point our committee desires to submit that the selection of these
years is unfair, in that 1 year is the first year of the Roosevelt admin-
1stration, 8 years of the worst depression the United States has ever
suffered, and the fourth year is the only possible normal year.
. Any test in our industry based on this 5 years would reflect an
1m€(roper result, as during this period our members were struggling
to keep employees at the machines, offering their merchandise for
sale with a disregard of cost further than to see that the loss was
made as simall as possible.

The very nature of the deflationary movement at this time would
support this not only in our industry but other industries as well,
Our suggestion is that the provisions of this section be allowed to
stand with the exception that the “five” on the third line shall be
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changed to “ten”, so that the test years shall be for a period from
1623 to 1933 and would cover 3 nornal years, 8 boom years, 3 depres-
sion years, and the first year of the Roosevelt administration. The
average of these 10 years will, in this industry, correctly reflect an
average spread for test purposes, and we beg to submit the request.
that séction 501 (o), third line on page 222, “five taxable years” bo
corr ~ted to read “ten taxable years”, as a step in equity and in
furt:. .rance of the true object of the title.

TITLE 4

In the interest of efficient procedure, both for the Government and
our member taxpayers, we submit that justice and economy would
best be served by an amendment to this title affording any-taxpayer,
who is entitled to refund thereunder, the option of taking the amount
paid as of August 1, 1933 (or for retails as of Sept. 1, 1933), in full
seitlement of all obligations or rebates of processor tax payments as
alternate to the provisions in H. R, 12395. In checking over this
matter it is the opinion of the committee that if the provisions of
title 4, section 601, are to be carried out, the cost of the necessary
audit of the floor stocks filed as of January 6, 1836, and compared
with a similar audit of floor stocks filed August 1, 1933, will call for
an expenditure on the part of the Government of an amount even
greater than the total amount of the tax. This estimate is computed
on the number of floor-stock returns which have been filed as of
August 1, 1938 (for retailers Sept. 1, 1938).

umber of relurns: Floor stocks wholesale 174,659. (See p. 17,
Annual Report of the Commissioner of Internal Revenue.)

Floor stock retail, 849,948. (June 30, 193!.3

Floor stock wholesale, 137,624, (See p. 23, Annual Report of
Commissioner of Internal Revenue.)

Floor stock retail, 182,862 (June 30, 1935?, a total of 1,204,493
returns, which if the $10 minimum is to be eliminated would prob-
ably reduce the total about one third, leaving the remaining two-
thirds for an individual audit by the bepartment of Internal Rev-
enue. On the other hand, we believe that an option for the rebate
of the floor stock paid as of August 1, 1933 (or for retailers as of
Sept. 1, 1033) would be acceptable in the interest of econumy and
equity 6y nearly alt of the parties interested and would require no
audit further than to insure the return of the amount as paid on
August 1, 1933 (or for retailers as of Sept. 1, 1933) to the party
who paid the tax, and if that tax at that time was accurately and
honestly reported the rebate will be the same; otherwise, it would
be otherwise. This accurate and automatic audit established with
this economy to the Government would secure a still further saving,
as in the cotton industry (which covers over 60 percent of the total
amount to be rebated) the inventories in preparation for the spring
season were uniformly much heavier on .fanuary 6, 1936, than they
were in the middle of the fall season on_August 1, 1933. Still fur-
ther the refund on these inventories on January 6, 1936, on the cot-
ton content under TD4438 averages approximately 12 percent more
refund than the original § percent allowance for noncotton content
arbitrarily adjusted on the floor-stock tax paid August 1, 1938. Not-
withstanding the heavy pecuniary loss under this option which our

68545—386———12
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members would sustair, their desire for a prompt settlement and
economical handling of the matter by the Government has led them
to indicate to us their preference for this method of settlement. It
is to be assumed, however, any party who can sustain the burden
of proof under the present refund provision of the A. A, A, would
be permitted to do so. .

Mr. A. R. Joy, treasurer of Cluett, Peabody & Co., who has been
a member of the committee for the last 3 years, will bring to you an
illustration of the amount of clerical detail attendant upon the com-
pilation of these inventories by our members and as a result, the
amount of audit that the Government representatives must make in
every instance in order that both of their inventories shall check
accurately.

Mr. A, R. Joy and Mr. L. W. Turner will give you any further
information you may desire,

Senator Georce. That option would not benefit anyone who went
into business before such payment of the floor-stock taxi

Mr. Davenrorr, No, sir.

. S?nntor Grorce. Your proposal is as to those who paid $10 or
ess

Mr. Davexrorr. That is right, sir.

Senator Georee. Going on the assumption that those who paid
the floor-stock tax originally paid as little as possible, and there-
fore the Government would not be hurt, is that right?

Mr. Davenrorr. I think you are correct, sir.

Senator L Forrerre. Mr, Davenport, the 5 years preceding 1933
would give you 2 good years, would it not, 1628 and 19291

Mr. Davexrorr. No. .

Senator L FoLLerte. Do you not consider 1928 as a good year?

Mr. Davenrorr. This is for 1929, 1930, 1931, 1032, and 1933, be-
cause it is August 1, 1933,

Se;xator La Forrerre. You do not think that 1928 was a good

ear .

Y Mr. Davexrorr. 1928 was a good year and 1929 was not; not in
the cotton industry.

Senator LA FoLLerre. You are the first man that I ever heard of
that did not regard 1929 as a good ?'ear. Nineteen hundred and
thirty would be average, would it not

Mr. Davexrort. No, sir; 1930 was o year of grief, as you heard
from the statement of Mr. Sweet’s report.

Senator La Forierre. How about 1931 and 1932 Those are the
2 poor years, are they not ¢

fr. Daveneort. Nineteen hundred and thirly-one was bad, and
1932 still was bad, and 1933 started on the upﬁrade. You
see, Senator, if they come under the 10 years, the law pro-
vides an arrangement with the Bureau of Internal Revenue
to adjust it. nder the laws now written, it is mandatory
that the Bureau of Internal Revenue should take 5 years, no
more, no less, it almost forbids anything else. That is my interpreta-
tion of the law as to the way it reads. I am very frank to say the
10-year period is set up to make it advantageous for our members to
take this option. We believe it is the right thing for them to do.
That is the honest thing for them to do. They paid the money in
good faith and the Government received it in good faith, It has
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been retained by the Government and there is an obligation to return
it at some time. The time has come and the Government offers that
option to these 1,200,000 odd, of whom 849,000 people are in the
cotton-goods industry. Some of them have from 100 to 2,000 em-
ployees. If the Government wanted to do the right thing, 1t would
rebate that money to our people. As it stands now, as they view
this, they say the Government can collect our $10, but it cannot rebate
it back. That is their attitude of mind. Under this method they
have an option.

Senator Lia Forrerre. You mean the Government has the option
or the taxpayer hss the optiont

Mr, Davenrorr. The taxpayer has the option. The Government
has provided a method of payment which is, to our knowledge
definitely more expensive than the option. The audit alone \\_~1lf
require thousands of men. As a matter of fact, one computation
that we have made. if there were 1,000 special employees today on
this it would take 13 yecars and 4 months to complete it.

Senator Brack. I would like to ask you one question. I notice
gl'our suggestion about the floor-stock tax. Do you have any idea

ow much the floor stocks were at the time the tax was paid as com-
pared with the floor stock on January 6, 1936

Mr. DaveNrorr. In our own casef

Senator Briack. Yes,

Mr., Davexsrorr. The Soundage of cotton is almost the same. The
rebate is about 10 to 12 percent more. Mr. A. R. Joy, of Cluett,
Peabody & Co., is here, and Mr. Turner, and they are ready to ad-
dress you on that subject,

Senator Brack. Would that tend to indicate how it compared
with each year?

Mr. Davenrort. The fact is that the spring season is the heavy
season for cotton goods, and January 6 is the very beginning.

1Senator Brack. I have heard quite some discussion about that
plan.

Mr. Davexrvort. These other gentlemen are prepared to talk on
that subject. I know that roughly it is approximately double in
the cotton-goods industry.

Senator Brack. What is doublet

Mr. Daveneort. ‘The inventories of January 6, 1936. On the av-
erage it would be well over 25 percent more in net cotton pounds.

nator Brack. Is it yc ar idea, or the idea of the association that
you represent, that it would be better to take a smaller amount and
get it without the detail contained in the billf Is that the idea?

Mr. Davexeort. That is the idea. Tt will cost us what it will
cost the Government. It will cost the Government between 25 and 30
million dollars,

Senator Kine. How many companies do you representt

Mr. Davexrorr. About 225 1 think. 'These two associations
overlap.

Senator Kina. They are American manufacturersi

Mr. Davexeorr. They are American manufactures, union-made
and nonunion also.

Senator Kina. In various States?
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Mr. DaveNrorr. Yes; in 42 States.
Senator Kino. And somo in the South!
Uhjr. Davenport. Some in the South; yes. In every State in the
nion.
The CuarrMan. Thank you, Mr. Davenport.

STATEMENT OF JOEN W. O'LEARY, PRESIDENT, MACHINERY
AND ALLIED PRODUCTS INSTITUTE, CHICAGO, ILL.

Mr. Chairman, my name is John W. O’Leary. I ain chairman of
the board of the Arthur J. O'Leary & Sons Co., and I am appearing
hero on behalf of the Machinery and Allied Products Institute.

Since the hearings of the Ways and Means Commnittee of the House
of Representatives on the recommendations of its subcimmitteo,
which are substantially embodied in the proposed legislation (H. R.
12393) now before you, there has been further opportunity to study
the effects which taxation of corporation surpluses in the form pro-
posed would have if imposed upon manufacturers of machinery and
capital goods, and to receive further expressions concerning the
measure from the individual manufacturers within the 50 machinery
industries comprisinﬁ Machinery and Allied Products Institute.

These conclusions I wish to place before you. They are convinc-
ing that the radical change in corporation taxation suggested will do
great violence to the very stability and progressiveness which has de-
veloped and made American industry great, Immediate effect of
such legislation will be to effectually retard the natural and growing
recovery now in progress, prevent private reemployment of the un-
emJ)loyed, and aggravate the problems of relief and of providin
additiona] taxation to meet the growing demands upon the Federa
Treasury. That over a period of years, through one or more cycles
of economic depression, 1t threatens to ’bring about the substitution
of Federal financing and control for American private enterprise,
as a result of weakening corporations through financial policies in-
fluenced by this legislation, is 8 matter far Eeyond partisan politics
and one deserving enunciation of policy by the American elcctorate.

Exhaustive testimony has been given before the Ways and Means
Committee of the House and before this committee by businessmen
and industrialists thoroughly conversant in management of corporate
enterprise and the intricacies of our industrial and economic system.
I refer to such testimony for the purpose of expressing full accord,
for so far as I have been able to learn there is no division of opinion
in business and industry, whether representative of units large or
small, as to the undesirability of this tgro(i;»ose,d departure from
established form of taxation, and as to the dangers and difficulties
inherent in it.

Such dangers and difficulties apply to all of American corporate
enterprise. 'There are still others which apply exclusively or with
greater severity to certain segments of American industry, becauso
of essential differences in the requirements, customs and physical
characteristics of those certain industries. I refer to that major
%roup which we commonly know as the capital-goods industries.

hese are the industries which produce the heavy machinery, equip-
ment, and materials of lasting or durable character, as distinguished
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from food, clothinf; and other consumption goods. That the capital

oods industries do comprise a major group can best be shown by
the number of our gainful workers wgich they normally employ.
Estimates from the 1930 census indicate that of all persons employed
or available for employment in manufacturing and mining indus-
tries, 65 percent were classified as producers of capital goods.

Statement of certain fundamental characteristics distinguishing
the physical and financial operations of capital-'zoods industries
frean others will facilitate understanding of why this legislation is
of such concern to the maclinery manufacturers represented by the
Machinery Institute:

First, capital goods are purchased through long-term investment.
Tho chief purchasers of capital goods are corporations and busi-
nesses, rather than individuals, for their own use or consumption.
Economic stability, ths existence of business confidence in the
safely of investment and future opportunity for profit, is essential
to activity and full employment in the capital-goods industries.

Second, the purchase o cq;iul goods is subject to severe cyclical
fluctuations, he durable character of the products permits the
indceterminate postponement of purchase, and this ability to defer
demand is )ossess«s alike by all users of capital goods. In times of
desr&sslon it is utilized by many or most, as a si;gsle matter of indi-
vidual business prudence. But the capital-goods industries as a
result are the first to fecl the force of curtail «. buying and are the
last to resume activity after depression. Their status most accurately
reflects the difference between good times and " ad.

Third, the finsncial considerations i+ the management of com-
panies engaged in capital-goods manufacture differ materially from
those of other industries. (a) Ability to defer demand constitutes
ability to place pressure on prices; prices fluctuate, and profits in
poor times are impossible to achieve. (b) Capital goods manufac-
ture is distinguished by need for a high proportion of skilled
laborers. Quite apart from any question of the natural desire of
capital-goods companies to keep their men employed despite low
production, the need for highly skilled workers 1s such that almost
without exception these employers have been obliged to maintain
plants that are vastly larger than necessary for producing in times
of depression the small volume of capital goods salable. %o) Manu-
facture of cagital oods requires large investment in plant and
équipment. Wide fluctuations in volume of business retulire large
reserves of current assets. Turn-over of capital is much less fre-
quent than in other industries and sales 1n ratio to assets are
markedly smaller,

These characteristics of capital-goods industries are the result of
natural economic laws. We cannot ignore them, but must recog-
nize and provide intelligently for them. To attempt arbitrarily to
govern them by tax factors rather than by good management sense
will serve only to accentuate the dislocation and iiregularity. We
must realize that in attempting by such legislation a$ this to apply
like standards to all of business and industry, we do ignore com-
pletely these essential differences bearing upon industrial stability
and full ‘employment, not on}iy in the capital-goods industries them-
selves but also In the other industries and service activities dependent
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upon capital-goods sales; the furnishing of raw materials, handlin

of finished products, operating of transportation facilities to hau
them, performing of other tasks attendant upon manufacture and
servicing, and the new occupations which continually spring forth
as the result of full industrial activity.

Bearing these essential differences in mind, permit me to now

lace before you the particulars wherein the capital-goods manu-
acturers are adversely affected by the provisions of this proposed
legislation. They are 10 in number, captioned as follows:

l'lll. Effect of uncertainty and lack of confidence generated by the
ill,

2. Effect of liberalized financial policy in deepening and lengthen-
ing depressions, .

3. Effect in fostering industrial inefficiency and obsolescence.

4. Effect in penalizing new corporate enterprise, expansion of
industrial activity and development of new products.

5. Effect in multiplying taxation on depreciation reserves.

6. Effect in imposition of heavy penalties on uncertain profits.

7. Effect in taxing capital gain while limiting capital loss.

8. Effect of “relief provisions”, the exemptions from the pro-
posed tax schedules.

9. Effect of proposed tax in actual cases had it been imposed
durin%past years,

10. Effect of proposed tax in future years in impoverishing cap-
ital goods companies.

1. Effect of uncertainty and lack of confidence generated by the
proposed measure. The very consideration of an involved, experi-
mental bill which carries imposition of high rates of tax, which
threatens to penalize future rebuilding of reserves derleted through
depression years, and which involves arbitrary regulation of busi-
ness and industry in influencing management policy, is discouraging
and postponing. orders for machinery and equipment. The con-
sideration of this measure is hindering the recovery in progress in
the capital goods industries.

2. Effect of liberalized financial policy in deepening and lengthen-
ing depressions. The bill is apparently based upon 30 percent as
the average of net earnings desirable to be retained in surplus, and
sets up tax rates which would heavily penalize management for
retention of more than 30 percent. It can have only an effect of
increasing the pressure for cxcess distribution of dividends and
enforeing reliance upor borrowings or capital issues in time of need.

To attempt to prescribe for all corporations the proportion of net
earnings to be retained in surplus is dangerous, and shows the
fallacy of enacting legislation as vital as this on theory. Many
corporations in the capital goods industry, still solvent and strong,
would have been in receivership during the present depression on
any such limited retention as 30 percent of profits of prior pros-
perous years. In some instances distribution of larger portions of
profits is sound; in others, retention of less than 50 or GO percent
would be destruetive, at would be good practice in one cass
would be suicidal in others,

The fallacy of relying upon borrowing when required in the future
to meet operating deficite, contingencies, or enable necessary plant
rebuilding or expansion should be more apparent at this time than
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in many years. New capital issues declined in this depression to
less than 4 percent of the voluine of the years 1920 to 1930, and in
1935, after a gain of that year, were still less than 10 percent. Banks
were unable to grant credit to corporations encountering deficits and
debt, were in fact unable to extend accommodations in many in-
stances even to those corporations with a sound asset position but in
need of temporary working capital. Every businessman knows the
folly of any such dependence. We also know the value of surpluses
in this depression; that in the 13 years, 1921 to 1933, including the
profitable twenties, manufacturine industry, while taking in $0,-
000,000,000, distributed 50 billions, 10 billions of excess distribu-
tions out of surplus, an excess of distribution of 25 percent of all
income.

If we wish to perpetuate our industrial progress, we shall avail
ourselves of past experience and by the application of sound com-
mon sense in management perfect our industrial system by regulariz-
ing its practices. If we should wish to discount the value of thrift
and foresighted management and substitute extravagance and ulti-
mate dependence upon Government credit and control in time of
depression, we should embark upon exactly the type of experiinental
extreme as is embodied in this proposed legislation.

This tax will directly breed false optimism and stock speculations
in times of profit. Social insecurity will result directly from such
a measure as this through the extreme intensification of the peaks
and valleys which all of us so earnestly desire be eliminated in our
economic structure. By contributing to irregularity and extremes
in payment and expectation of dividends, this measure will also
immeasurably increase speculation in corporation credits and
securit y—markel operations.

3. Effect in fostering industrial inefliciency and obsolescence. In-
dustrial efficiency is dependent upon vigilant and resourceful private
enterprise, upon technoloFical advance, in order that by masking
goods and services available to all at constantly decreasing prices
tho standard of living of all may be enhanced. The proposed bill
will retard the purchase of plant equipment, bringing, gradually
but progressively, industrial inefliciency and obsolescence. As in the
past, the first retrenchment of corporations will be in omitting pur-
chase of machinery and equigmem. Corporations generally having
drawn down their reserves through depression ¢perations, demands
for working capital under such conditions have in many cases trans-
formed reserves for depreciation to mere bookkeeping items without
counterbalancing current assets available for replacement of obso-
lescence. Increasing new investinents in capital markets can come
only with industrial efficiency, confidence in financial stability, and
the opportunity for profitable operations. This necasure, however,
will make permanent the inadequacy of reserves, the uncertainty as to
financial stability, and will bring retrogression in industrial ineffi-
ciency, and lessening of the opportunity for creating of wealth and
the heightening of our standards of Jiving. Cyclical fluctuations will
be frequent and severe. In the capital-goods industries are elements
most_difficult to overcome in regularvizing industrial supply and de-
mand, yet in this bill are proposals whic%, instead of smoothing out
t;m valleys, could hardly be more certainly proficient in accentuating
them,
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4. Effect in penalizing new corporate enterprise, expansion of
ipdustriai activity and development of new products and services.
Now enterprises, so vital to industrial progress, involves always a

reater degree of Lusiness risk, a lesser degree of financial stability.
New enterprise invariably depends for sustenance and growth upon

the accumulation of reserves, upon ultimate financial stability and
lessened risk by the route of retention of earnings in surplus. Faced
with the alternative of distributing dividends or heavy tax penal-
ties upon surplus retentions, new enterprise will be retarded. Most
egpecially will the development of small business be retarded and
prevented. Small businessmen anticipating new corporate enter-
prise, small businesses contemplating expansion and development of
new Eroducts and services, under the conditions set up by this bill,
will find serious handicap. The trend of sales of patents to larger
interests, of mergers of small companies with Jarger corporations
in order to attain financial stability and the use of surpluses, will
bo observed. No result could be less American or less desired by
American businessmen and industrialists.
. Lack of opportunities to assume reasonable business risks dur-
ing the past few years has created an influx of ca;;ital to tax-
: urities. “Alre cs presented
in connection with consideration of this bill in the hearings before
the House Ways and Means Committee, there is strong financial
inducement to invest capital in 814-percent tax-exempt securities
rather than in §-percent non-exempt business risks. at induce-
ment on $1,000,000 of capital is as much as $262,377; on $5,000,000
of capital 1t is $1,703,660. In the interest of revitalizing private
enterprise and achieving full business and industrial activity and
reemployment of the idle it is imperative that we adopt a course
which will give assurance of confidence and capital for normal busi-
ness risks. This measure in its effect is penalizing new corporate
enterprise and expansion of industrial activity, moves in a direction
diametrically opposite.

5. Effect in multiplying taxation on depreciation reserves. Let
me at once recognize that the proposed bill iteelt suggests no change
in the allowable deductions for depreciation. However, the accounts
of many corporations are currently being scanned by the Bureau
of Internal Revenue under Treasury Department Order 4422 in an
effort to increase revenue by reduction of allowances for deprecia-
tion of plant and equipment. Such a policy is fully justified when
and if it can be shown that depreciation is excessive and does actu-
ally over-protect corforations against wear and tear and, more im-
portant, future obsolescence. But in conjunction with this tax on
corporation surplus the policy of that treasury department order
presents two considerations:

First, it is evident that corporations which are not content with
a reduction in their nrovisions against future loss by depreciation
through wear and obsolescence which may be advised or insisted
upon by the Burcau of Internal Revenue, will wish to offset such
reductions in full or in part by increasing their surplus or other
reserve accounts. To offset such reductionset:{ additions to surplus,
corporations would in effect not only be denied exemption from taxa-
tion on the amount of such reductions, but would be under the
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necessity of p&yingnupon those offselting reserves, not a normal Fed-
eral income tax, but the entire corporation surplus tax of several
times the rate.

Second, many times the major projects of plant expansion or
rebuilding to adjust to new technclogical methods or to overcome
new obsolesoence in products or equipment or both, involves invest-
ment beyond the amounts of applicable depreciation reserves. Such
additional investments if made out of surplus will have been taxed,
-not a normal tax, but the entire corporation surplus tax of several
times the rate, and to the extent that the go]icy of decreasing depre-
ciation reserves is followed will the condition of multiplication of
taxation bo accentuated.

¢. Effect in impga#h of heavy P jes on uncertein profits.
An example of meguily of the tax and Qifficulties it presents is
demonstrated ¥ the effect of legislation already,
which is algf appearing in o proposed legisIag
lation pugfforts to limit_profity In'the case of Navy, contracts, this
limitatigft” is 10 per and Yhe ac i # Secretary of

A impossible

tHat expected prdfit be not
distr} . S e Ll such retgined con-
tingdht profite x8d. dfygdibuted income, withthe possi-
bilit & i appear. Present jarge con-
tract$ \ ed, place thg manufac-

furersir i (55 gley 1
7. Bigect in tog k"i’ga 1imi;j¥p§ capita
ropo:4j bi o lim ,000 educt jf

n of capital
3 pite¥g proposed# bill uires
the inclu of all cafjtn) gains :
i is a tax on

& taxed: . Thus

_ instead of in
such larger pRyportiors is to be levied against j
of the proport:

undistributed, it would geéin that it would be
ﬁ\dﬂ heavy tax ¥t anything but thy true
net incoms after deductidiotw less losses. This equity how-

unthinkable to ap
ever, the pro bill does not embrace.

8. Effect of the “relief provisions”, the exemption of certain com-
panies from the full cori)oration surplus tax. e proposed bill sets
up a confusing multiplicity of exceptions to the heavy penalties
against retention of income in surplus. Necessarily co, because there
are innumerable instances, many lines of business, msny circam-
stances in which and under which such exceptions froin a tax which
assumes confiscatory proportions in event of retention in surplus of a
substantial portion of income, becomes an absolute necessity. No
better support for the statement that this bill will retard and dis-
courage corporate ectivity and full rcemployment could be offered
than to refec to these “relief provisions.”

The exceptions so made set up a system of corporate inequalities,
under which competition necessarily beconies unfairly competitive.
Debt-ridden’ corporations, it is proposed, will not pay a tax of 4214
percent of “adjusted net income” while making no dividend distri-



N P L e T

NS e

ey,

180 REVENUE ACT, 1936

bution; instead they will pay but 15 percent on the portion repre-
sented by excess debt. Clompanies in receivership are subject to
lower rate. By all of such exceptions a premium is placed upon past
deficiencies of those corporations. Such deficiencies may take any
number of forms. Excess distribution of dividends may have been
made without provision for replenishment of plant and equipment
by which profits might have been retained and debts repaid. That
a tax preference is given in such a case is another factor which
would tend to discourage rather than encourage industrial efliciency,
Equalization of opportunity and advantage, rather than creation of
artificial and arbitrary discriminations, should be our endeavor.

Banks, trust companies, and insurance companies have been spe-
cifically exempt from the full corporation surplus tax—for the
obvious reason that the nature of their business is such as to require
heavy reserves and to demand and necessitate heavy relief. We sub-
mit that manufacturers of capital goods are in exactly this position.
Capital-goods manufacture requires heavy capital investment, the
characteristics of the industries are such as to necessitate large re-
serves of current assets, as well as heavy fixed investments. The
large investment in plant equipment and inventory as related to cash

ition differs materially from the requirements in many other
industries. Turn-over of inventory is conspicuously less frequent.

These distinguishing characteristics are best demonstrated by ref-
erence to some figures drawn from comprehensive comparisons of
operating and financial ratios assembled %y a recognized authority.

e following comparisons are between financial and operating ratios
in mam(;igement ca}i)ital-goods industries, consisting of mac